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Introduction

The Internal Revenue Bulletin is the authoritative instrument
of the Commissioner of Internal Revenue for announcing offi-
cial rulings and procedures of the Internal Revenue Service
and for publishing Treasury Decisions, Executive Orders, Tax
Conventions, legislation, court decisions, and other items of
general interest. It is published weekly and may be obtained
from the Superintendent of Documents on a subscription
basis. Bulletin contents are consolidated semiannually into
Cumulative Bulletins, which are sold on a single-copy basis.

It is the policy of the Service to publish in the Bulletin all sub-
stantive rulings necessary to promote a uniform application
of the tax laws, including all rulings that supersede, revoke,
modify, or amend any of those previously published in the
Bulletin. All published rulings apply retroactively unless other-
wise indicated. Procedures relating solely to matters of in-
ternal management are not published; however, statements
of internal practices and procedures that affect the rights
and duties of taxpayers are published.

Revenue rulings represent the conclusions of the Service on
the application of the law to the pivotal facts stated in the
revenue ruling. In those based on positions taken in rulings
to taxpayers or technical advice to Service field offices,
identifying details and information of a confidential nature
are deleted to prevent unwarranted invasions of privacy and
to comply with statutory requirements.

Rulings and procedures reported in the Bulletin do not have
the force and effect of Treasury Department Regulations,
but they may be used as precedents. Unpublished rulings
will not be relied on, used, or cited as precedents by Service
personnel in the disposition of other cases. In applying pub-
lished rulings and procedures, the effect of subsequent leg-
islation, regulations, court decisions, rulings, and proce-

and by applying the tax law with integrity and fairness to
all.

dures must be considered, and Service personnel and oth-
ers concerned are cautioned against reaching the same con-
clusions in other cases unless the facts and circumstances
are substantially the same.

The Bulletin is divided into four parts as follows:

Part 1.—1986 Code.
This part includes rulings and decisions based on provisions
of the Internal Revenue Code of 1986.

Part ll.—Treaties and Tax Legislation.

This part is divided into two subparts as follows: Subpart A,
Tax Conventions, and Subpart B, Legislation and Related
Committee Reports.

Part lll.—Administrative, Procedural, and Miscellaneous.
To the extent practicable, pertinent cross references to
these subjects are contained in the other Parts and Sub-
parts. Also included in this part are Bank Secrecy Act Admin-
istrative Rulings. Bank Secrecy Act Administrative Rulings
are issued by the Department of the Treasury’s Office of the
Assistant Secretary (Enforcement).

Part IV.—ltems of General Interest.
This part includes notices of proposed rulemakings, disbar-
ment and suspension lists, and announcements.

The first Bulletin for each month includes a cumulative index
for the matters published during the preceding months.
These monthly indexes are cumulated on a semiannual basis,
and are published in the first Bulletin of the succeeding semi-
annual period, respectively.

The contents of this publication are not copyrighted and may be reprinted freely. A citation of the Internal Revenue Bulletin as the source would be appropriate.

For sale by the Superintendent of Documents, U.S. Government Printing Office, Washington, DC 20402.
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Part |. Rulings and Decisions Under the Internal Revenue Code of 1986

Section 42.—Low-Income SUPPLEMENTARY INFORMATION: Estimated average annual burden per
Housing Credit . respondent/recordkeeper: 0.56 hours
Paperwork Reduction Act Estimated number of respondents/
The adjusted applicable federal short-term, mid- recordkeepers: 45

term, and long-term rates are set forth for the month The collections of information con- .

of April 2001. See Rev. Rul. 200117, page 1052. tairred in these final regulations havg beegblssélen;:atgg :Cr::r;:ﬁx)lnfrewency of re
reviewed and approved by the Office of " comments concerning the accuracy of
Management and Budget in accordanCs pyrden estimate and suggestions for
Section 280G.—Golden with the Paperwork Reduction Act 0fgqycing this burden should be sent to the
Parachute Payments 1995 (44 U.S.C. 3507(d)) under the confyiernal Revenue Service Attn: IRS

trol number 1545-1658. Reports Clearance Officer, W:CAR:MP:
Federal short-term, mid-term, and long-term An agency may not conduct or SpOﬂSOfIP:S:O’ Washington, DC 20224, and to

rates are set forth for the month of April 2001. Seand a person is not required to respond tfhe Office of Management and Budget
Rev. Rul. 200117, page 1052. a collection of information unless it dis-aty: pesk Officer for the Department of

plays a valid control number assigned by,e Treasury, Office of Information and
the Office of Management and Budget. geqylatory Affairs, Washington, DC
Section 338.—Certain Stock The collections of information in these,y503.

Purchases Treated as Asset regulations are in 881.338-2(d), gooks or records relating to a collec-

Acquisitions 1.338-2(e)(4), 1.338-5(d)(3), 1.338+jon of information must be retained as
10(a)(4), 1.338(h)(10)-1(d)(2). andlong as their contents may become mater-

1.1060-1(e)(i)(A) and (B). The collec-jy| in the administration of any internal

26 CFR 1.338-1: General principles; status of old

target and new target. tions of information are necessary Geyenye law. Generally, tax returns and
ID. 8940 make an election to treat a sale of stock g8y retyrn information are confidential, as
.D. a sale of assets, to calculate and COHeFéquired by 26 U.S.C. 6103.

the appropriate amount of tax in a deemed
DEPARTMENT OF THE TREASURY or actual asset acquisition, and to deteBackground
Internal Revenue Service mine the bases of assets acquired in a

26 CFR Parts 1 and 602 deemed or actual asset acquisition. On August 10, 1999, the IRS and the

These collections of information are rePepartment of Treasury (Treasury) pub-

Purchase Price Allocations in quired to obtain a benefit. The likely re-lished a notice of proposed rulemaking in
Deemed and Actual Asset spondents and/or recordkeepers are smiJE Federal Register(REG-107069-97,
Acquisitions businesses or organizations, businessés’?9-2 C.B. 346 [64 FR 43462]) contain-

AGENCY: Internal Revenue ServiceOr other for-profit institutions, and farms. N9 proposed regulations under sections
(IRS), Treasury. The regulations provide that a sectiog>8 and 1060 of the Internal Revenue

_ . 338 election is made by filing Form 8o23C0de of 1986. On January 7, 2000, the
ACTION: Final regulations and removalthe purden for this requirement is relRS and Treasury published temporary
of temporary regulations. flected in the burden of Form 8023. Th&egulations in th&ederal Register(T. D.

SUMMARY: This document contains final regulations also provide that both a selldfc28, 2000-4 I.R.B. 333 [65 FR 1236])
regulations relating to deemed and actugind a purchaser must each file an asset dpat are virtually the same as the proposed

asset acquisitions under sections 338 afisition statement on Form 8594. Théegulations published on August 10, 1999.

1060. The final regulations affect sellerdurden for this requirement is reflected ifhe preamble to the temporary regula-

and buyers of corporate stock that are eligihe burden of Form 8594. With respect tgons notes that the proposed regulations
ble to elect to treat the transaction as BOrm 8023, the IRS estimated that 209€nerally were favorably received and
deemed asset acqisition. The final regulforms would be filed each year and thaf'a the IRS and Treasury believe that the
tions also affect sellers and buyers of assegch taxpayer would require 12.98 hourroposed regulations provided clearer

that constitute a trade or business. to comply. With respect to Form g5g4guidance and better rules than the prior
the IRS estimated that 20.000 form&egulations under sections 338 and 1060.
DATES: Effective Date: These regula- would be filed each year an7d that eachiowever, the preamble also notes that the

tions are effective March 16, 2001. taxpayer would require 12.25 hours tFomments received warranted further
Applicability Dates For dates of ap- comply. These estimates have been magansideration.

plicability of these regulations, see,,jjaple for public comment and no pub - i

§81.338(i)-1 and 1.1060-1(a)(2). lic commentsphave been received. PPExplanation of Provisions

FOR FURTHER INFORMATION CON-  The burden for the collection of infor- In general, the final regulations
TACT: Richard Starke of the Office of mation in §1.338-2(e)(4) is as follows: adopted herein are very similar to the pro-
Associate Chief Counsel (Corporate), Estimated total annual reporting/posed and temporary regulations in their
(202) 622—7790 (not a toll-free number). recordkeeping burden: 25 hours organization and substance. However,
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changes have been made in several are&s, more than an insignificant extent” is§1.1502—76(b), as written, automatically
largely in response to the comments reshanged in the final regulation to “primar-precludes the operation of the next day
ceived. The principal changes are disly.” This change is meant to clarify thatrule in a section 338 context, but never-
cussed below, in the order in which theome continuing use in its original locatheless have provided a new rule in these
appear in the regulations. tion of an asset transferred to or from thénal regulations that requires the applica-
target is permitted. tion of the next day rule in a section 338
A comment requested that the final regeontext where the target engages in a
Although section 338 treats a target aglations elaborate further on the statemeiitansaction outside the ordinary course of
having sold all its assets in the deemeldnat the Commissioner has the authoritpusiness on the acquisition date after the
asset sale, proposed §1.338-1(a)(2) pr&? make appropriate correlative adjustevent resulting in the qualified stock pur-
vides that other rules of law may characments and that the final regulations inehase (QSP). See §1.338-1(d).
terize the transaction as something othéfude an example. The final regulation
than or in addition to a sale and purchagé0 not do so, because the nature of a
of assets. Proposed §1.338-1(a)(2) stat&®rrelative adjustments would depend on proposed §1.338-3(b)(2) provides
“[flor example, if target is an insurancethe particular factual circumstances irtules concerning the definition of a “pur-
company for which a section 338 electiofvhich the rule is applied. Thus, any addichase” that require more than a nominal
is made, the deemed asset sale would Benal guidance would provide only lim-amount to be paid for the stock of the tar-
characterized and taxed as an assuriied assistance. However, the final reguget. Several comments requested recon-
tion—reinsurance transaction under applidations state that correlative adjustmentsideration of the proposed rule. Accord-
able Federal income tax law.” Severag$hould avoid duplication or omission ofingly, in the temporary regulations, at
comments urged removal of the quote@ny item of income, gain, loss, deductiong1.338-3T(b)(2), a definition is given for
sentence in the final regulations and re@r basis. See §1.338-1(c). the termpurchase of target affiliatavhile
ommended that the treatment of transa<(:5|0Sin Date Issues the definition of the ternpurchase of tar-
tions involving insurance companies 9 getis reserved. The final regulations in-
under section 338 be reserved pending Concerns have been raised about tdude a single definition gburchaseap-
more complete analysis and guidanceyossibility that buyers can effectuatédlicable to both targets and target
The IRS and Treasury believe that genefransactions outside the ordinary courseffiliates, which definition generally con-
ally it is appropriate to view the deemeaf business after acquiring target stockorms to the definition opurchase of tar-
asset sale by an insurance company as that, to the detriment of an unsuspecting€t affiliatein the temporary regulations.
volving an assumption-reinsurance transseller, must be reported by the seller on ifdnder this definition, stock in a target (or
action and, therefore, have retained thgturn, which normally covers the entirdarget affiliate) may be considered pur-
sentence in the final regulations. The IRgay on which the acquisition occurschased if, under general principles of tax
and Treasury, however, intend to providgome of these concerns derive from W, the purchasing corporation is consid-
additional guidance in a separate projectreading of §1.1502—76(b) to preclude opered to own stock of the target (or target
, - eration of the “next day rule” whenever &ffiliate) meeting the requirements of sec-
Residual Method Anti-abuse Rule section 338 election is made for a targetion 1504(a)(2), notwithstanding that no
The proposed regulations include &he “next day rule” of §1.1502—76(b)amount may be paid for (or allocated to)
new anti-abuse rule intended to preverrovides that if, on the day of a groughe stock.
taxpayers from changing the results pf apmember_’s change in sta.tus as a member’r?ansactions After QSPs
plying the residual method by engaging ittransaction occurs that is properly alloca-
transactions that have a transitory ecdsle to the portion of the member’s day Since 1995, the regulations under sec-
nomic effect with respect to the ownerafter the event resulting in the change, thgon 338 have provided special rules that
ship or use of assets. The anti-abuse rubeember and all related persons must treapply, by virtue of section 338, to certain
is intended to apply only to an asset transhe transaction as occurring at the begirransfers of target assets following a QSP
fer exhibiting objective characteristicsning of the following day. of the target’s stock if a section 338 elec-
suggesting the transfer was engaged in to Commentators have suggested thatt@n is not made for the target. These pro-
manipulate the operation of the residugburchaser acquiring stock of a subsidiaryisions modify the normal operation of
method. member of a consolidated group couldthe continuity of interest requirement
Notwithstanding the limited scope ofafter acquiring the target stock, cause thender section 368 and the interpretation
the anti-abuse rule, several commentatotarget to sell all of its assets to anothesf the term shareholder for purposes of
suggested further limiting or eliminatingperson later on the closing date and thesection 368(a)(1)(D), as applied to certain
the rule. After studying the commentsmake a unilateral section 338(g) electiortaxpayers. These rules were adopted to
the IRS and Treasury continue to believé is suggested that the effect of the eleeffectuate Congressional intent, in replac-
that the anti-abuse rule serves a useftibn is to preclude the operation of theng former section 334(b)(2) with section
purpose in protecting the operation of thaext day rule, causing the results of th838, that the deemed sale results provided
residual method. Several changes hawetual asset sale to fall onto the sellingy section 338 not be available through
been made, however, to clarify the inconsolidated group’s tax return. The IRS$ransactions within the purchasing group
tended scope of the rule. Thus, the phrasend Treasury do not believe thamfter the acquisition. In the final regula-

Insurance Transactions

%}Jrchase Definition

2001-15 L.R.B. 1017 April 9, 2001



tions, these rules are located able in ADSP or AGUB should be deter-Class Il assets described in 8§1.338—
§1.338-3(d). mined under general principles as applie(b)(2)(ii) is modified to provide that
The 1995 amendments did not providéo the facts relating to the incidence of th€lass Il assets do not include stock of tar-
any special rule to modify the applicatiortax liability. get affiliates, other than actively traded
of the statutory requirements for reorgani- ) stock described in section 1504(a)(4)
zations under section 368(a)(1)(C). HowYaluation Rules (certain preferred stock). Instead, stock
ever, the considerations that justify the Proposed §1.338-6(a)(2)(iii) retains Lof target affiliates is included in Class V.
modified application of the continuity of ¢i5tement from prior versions of the regu'_l'his would exclude target affiliate stock
interest rule and the shareholder definiytions that “li]n certain cases the IRS ma)f,rom Class Il where the target holds an 80
tion for “D” reorganizations also justify ke an independent showing of the valJeercent or greater interest in the target af-
an analogous modification of the “solely, goodwill and going concern value as filiate but a minority interest in target af-
for voting stock” requirement for post-ac-,eans of calling into question the vaIidit)ﬂ”ate stock of the same class is actively
quisition “C” reorganizations. Accord- ;¢ the taxpayer’s valuation of other astraded. It is not clear that the trading
ingly, the final regulations provide thatgais » This authority was intended to prc)price for shares of a class of stock less
consideration other than voting stock isg;qe 4 means of ensuring that taxpayers dBan 20 percent of which is in the hands of
sued in connection with a QSP is ignored .+ 5vervalue assets in higher classes thifye public, and which consequently may
in determining whether a subsequent,, 5iiocated consideration before th&XPerience thinner trading volumes, nec-
transfer of assets by the target corporatigRiqual class. As a factual matter, the |r&ssarily is indicative of the fair market
to a member of its new affiliated group, g Treasury understand that a low (or ncy)alue of the 80 percent or greater majority

sapsﬂes the solely for votl_ng _stock r€-llocation to goodwill and going concerninterest.
quirement of a “C” reorganization.

S€&alue may result from causes other than @, 111 Assets

§1.338-3(d)(4). taxpayer’s overvaluation of assets in
higher classes. Moreover, the IRS and Proposed §1.338-6(b)(2) provides that
Treasury accept the soundness of the fullass Ill assets consist of “accounts re-

The proposed regulations eliminate theamental premise of the residual methodeivable, mortgages, and credit card re-
prior distinction between “modified ag-—- that goodwill and going concern valueceivables from customers which arise in
gregate deemed sale price” (or MADSPare the most difficult assets to value indethe ordinary course of business.” Com-
and “aggregate deemed sale price” (ggendently and that their value should benents suggested that these categories
ADSP), a distinction that appeared ta@omputed as the residue after all other agrere too limited. Under the rationales ex-
have been based on the premise that teets are valued. The final regulationpressed in the preamble to the proposed
new target generally will not bear the taxdelete the sentence about valuing goodwitegulations, the IRS and Treasury believe
liability for the deemed sale where a secand going concern value. Under the finahat other types of debt instruments, and
tion 338(h)(10) election is made, but thategulations, the IRS retains the ability teven other types of assets, should be in-
it generally will bear the liability where achallenge a taxpayer’s valuation of assetduded in Class Ill. As revised in the final
section 338 (but not section 338(h)(10)in Classes | through VI, but will do so onregulations, Class Ill assets generally
election is made. However, these genegrounds consistent with the residuatonsist of assets that the taxpayer marks

Treatment of Liabilities

alizations were not universally correct ilfmethod of allocation. to market at least annually and debt in-
either situation. Proposed §81.338-4 and . struments (including receivables). How-
1.338-5 clarify the treatment of taxes as°P-Down Allocation ever, debt instruments issued by related

liabilities in computing ADSP and “ad- Changes to the rules for allocating purparties, and certain contingent payment
justed grossed-up basis” (or AGUB)..ase price to the stock and assets gpd convertible debt instruments, are not
Commentators asked for further clarificay,er tier subsidiaries were not proposed’ncluded in Class III.

tion of the standards for taking certai : ! _ _

taxes into account. Rather than providinrglrt?sgsggd ?:gTJ?;figrllg,tzinzrizzggllz tsotjzlfllrst Year Price Adjustments
more specific guidance, which would b&y a5 given to alternative approaches. Proposed §1.338—7 provides rules for
inconsistent with the overall philosophycomments were requested, but none watiocating the ADSP or AGUB when in-

of deferring to general tax principles goVygceived, and the IRS and Treasury toreases or decreases are required after the
erning actual transactions, the final regUgate have been unable to develop a fullglose of new target's first taxable year.
lations further simplify the discussion ofg,ccessful alternative. Accordingly, theFor increases or decreases required before
liabilities. Except for the fact that newsjna) regulations continue to apply thethe end of new target's first taxable year,
target remains liable for old target's tax li«oy_qown” allocation system, underproposed §1.338—4(b)(2)(ii) provides that
abilities (see §1.338-1(b)(3)(1)) and that gyhjch the stock of a lower tier subsidiaryijncreases or decreases with respect to
buyer’s assumption of a seller's incom&g 4jiocated purchase price in the genertie elements of ADSP that are taken into
tax liability with respect to the sale causeg§gset category (now Class V) and thaccount before the close of new target's
the consideration to “gross up” or “pyrayeemed purchase price of its assets is finst taxable year are taken into account
mid,” a tax liability is like any other type {3 computed from that stock price andor purposes of determining ADSP and
of liability and the status of any particulannen gjiocated within the subsidiary.  the deemed sale tax consequences as if
type of tax liability as a liability includi- | the final regulations, the scope othey had been taken into account at the
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beginning of the day after the acquisitiordifferent shareholders may negotiate difby the S corporation of all of its assets, in-
date.” Proposed 81.338-5(b)(2)(ii) conferent prices for their stock based on varyeluding those of the QSub. If the QSub
tains a similar rule for redeterminations ofing Federal and state tax liabilities theytatus does not continue after the acqui-
AGUB. These rules originated in predewill bear as a result of the transactionsition, the buyer would be treated as
cessor versions of the regulations undé&ome commentators have noted that, fiorming a new subsidiary containing the
section 338. other cases, different prices may be paigssets held by the former QSub. See
Although no commentator requestedor control premiums or other reasons§1.1361-5(b)(3Example 9Accordingly,
removal of these rules, one commentnder section 1361(b)(1)(D), an S corpothe AGUB for the former S corporation
highlighted the difficulties posed for theration is permitted to have only one clastarget would be allocated among the as-
seller in section 338(h)(10) transactions iof stock. A potential second class of stockets of the former QSub as though they
applying a rule based on new target’sssue arises because the fiction of a sewere assets of the target, and then the tar-
year-end, and requested relief. After retion 338(h)(10) election is that the targeget would be treated as having formed a
viewing this comment, the final regula-sells its assets to a new target and then ligew subsidiary containing the assets of
tions remove the rules providing specialiidates. Applying that fiction, if the the former QSub.
treatment for changes in ADSP or AGUBshareholders are treated as receiving dif- Clarification was also requested
occurring before the close of new target'$ering amounts per share in the deemeggarding the possibility of making a
first taxable year. Instead, the generdiquidation, a second class of stock couldection 338(h)(10) election for the sale by
rule in 81.338-7 governs the allocation ofesult. an S corporation of stock of a QSub.
all changes in ADSP or AGUB after the Some commentators have recomAs noted above,Example 9 of
acquisition date. This change is consisnended that the final regulations clarify81.1361-5(b)(3) indicates that the sale by
tent with the IRS’s and Treasury’s exthat the payment of varying amounts pean S corporation of all of the stock of a
pressed intent in drafting the proposedhare to S corporation shareholders wilQSub is treated as an asset sale by the S
regulations to eliminate, to the extent posaot cause the S corporation to violate theorporation to the purchaser of the QSub
sible, any special accounting rules in theingle class of stock requirement. Thatock. No further guidance is provided in
section 338 regulations, as it should resulfinal regulations respond to these comthese regulations. The sale of an 80 per-
in treatment more consistent with that oments by including a statement incent or greater (but less than 100 percent)
an actual asset sale. 81.1361-1(l)(2)(v) that the payment ofinterest in the stock of a QSub is not ex-
varying amounts to S corporation sharepected to be a common transaction be-
holders in a transaction for which a seceause it generally will result in a taxable
A commentator suggested that the finaion 338(h)(10) election is made will nottransaction with respect to all the assets of
regulations should apply section 1031 teause the S corporation to violate the sirthe QSub.
old target in its deemed asset sale if thgle class of stock requirement of sectio
purchaser pays for target stock with propt361(b)(1)(D) and §1.1361-1(l), pro ?—'orms 8023 and 8594
erty of like kind to old target's assets owided that the varying amounts are negoti- The current temporary regulations pro-
with cash put in escrow for a successor tated in arm’s length negotiations with thevide that a section 338(h)(10) election for
old target to designate for purchase of agpurchaser. an S corporation target must be made
sets of like kind. This rule would be an One commentator requested clarificajointly by the purchaser and the S corpo-
exception to the requirement intion regarding the calculation and allocaration shareholders. These regulations
81.338-1(a)(2) that the transaction betion of the purchaser’'s AGUB for a targespecifically require nonselling S corpora-
tween old target and new target must bethat was an S corporation that owned #on shareholders to consent to the elec-
taxable transaction, and inconsistent witqualified subchapter S subsidiary (QSub}jon. See §1.338(h)(10)-1T(c)(2). How-
the requirement of section 338(a)(1) thaivhere the QSub status does not continwever, the instructions for the election form
target “shall be treated as having sold adifter the acquisition date and the QSub ig-orm 8023) do not clearly require the
of its assets at the close of the acquisitiaineated as becoming a separate subsidiargnselling shareholders to sign the elec-
date at fair market value . . . .” After con-of new target. Although the regulationgion form. Moreover, the prior regula-
sidering the policy concerns and the ad<equire allocation of the AGUB amongtions were less clear in requiring non-
ministrative difficulties in creating and the target’s assets held at the beginning etlling S corporation shareholders to
administering an exception for sectiorthe day after the acquisition date, thegonsent to the election. Commentators
1031 exchanges, the IRS and Treasumlso require results consistent with thoskave requested that the IRS recognize the
have not adopted this suggestion. that would occur if the parties had actuvalidity of section 338(h)(10) elections
ally engaged in the transactions deemédadr S corporation targets even if not
to occur because of section 338(h)(10kigned by nonselling shareholders. The
A purchaser may agree to compensatnd taking into account other transactiond®kS will revise Form 8023 to make clear
the sellers of an S corporation target fothat actually occurred or are deemed tthat nonselling S corporation shareholders
adverse tax consequences resulting fromogcur. See §1.338(h)(10)-1(d)(9). An acmust also sign. The IRS will recognize
section 338(h)(10) election. When moredual sale of the assets of the S corporatidhe validity of otherwise valid elections
than one shareholder in an S corporatiadiarget, including the stock of the QSub, tonade on the current version of the form
sells stock in the same transaction, tha corporation would be treated as a sakven if not signed by the nonselling share-
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holders, provided that the S corporatiomstration for comment on their impact ondifficulties associated with the existing

and all of its shareholders (including nonsmall business. reporting requirements by clarifying the
selling shareholders) report the tax conse- rules associated with deemed and actual
quences consistently with the result&inal Regulatory Flexibility Act asset acquisitions.

under section 338(h)(10). See §1.338(Analysis The collections of information require
—1(b). taxpayers to file an election in order to

The preamble to the proposed regula- This analysis is required under the Regreat a stock sale as an asset sale. In addi-
tions indicates that the IRS and Treasurglatory.FIeX|b|I|ty Act (5 U.S.C. chapter tion, taxpayers must file a statement re-
were considering requiring that the infor- ). This regulatory action is intended tQyarding the amount of consideration allo-
mation about the allocation of ADSP ancf'mp"fy and clarify the current rules re-cated to each class of assets under the
AGUB currently submitted on the elec- ating to both deemed and actual asset agsidual method. The professional skills
tion form (Form 8023) instead be submitauisitions. The curre.nt ruIe; were devekhat would be necessary to make the elec-
ted by the purchaser and seller(s) sep ped over a long period of time and hav@on or allocate the consideration would

rately on their income tax returns. Such 85" repeatedly amended. The IRS ang the same as those required to prepare a

change will be effectuated when Form 'asury Dbelieve these final regulationgetyrn for the small business.
ill significantly improve the clarity of

8023 is revised. The information abou}" X . .
ADSP and AGUB will be reported by the rules relating to both deemed and a®rafting Information

each party separately on Form 859442 asset acquisitions. _ The principal author of these regula-
which also will be revised. With respect The major ObJeCtlve of these final regu'tions is Richard Starke, Office of the As-
to a transaction subject to a section 33@tions is to modify the rules for allocat-g,cjate Chief Counsel (Corporate). How-
eleCtion, Form 8594 will be filed with thelng pUrChase price in both deemed and agVer, other personne| from the IRS and
income tax returns of the old and new tartial asset acquisitions. - In addition, thesge4q,ry Department participated exten-
get for the tax periods including thefinal regulations replace the general rUIe§iver in their development.

deemed sale and purchase. Where & electing to treat a stock sale as an asset * % % * %

election under section 338(g) is made fosale.

a controlled foreign corporation (CFC), These collections of information mayAdoption of Amendments to the

the purchaser and seller (or their U.Saffect small businesses if the stock of &egulations

shareholder(s)) will be required to submitorporation which is a small entity is ac- .

separately, on Form 8594, informatiorguired in a qualified stock purchase or if a Accordingly, 26 CFR .parts 1 and 602
about ADSP and AGUB. The Form 8594rade or business which is also a smaft amended as follows:
will be required to be attached to the ladbusiness is transferred in a taxable tranpART 1—INCOME TAXES

Form 5471 filed by the seller for old tar-action. Form 8023 (on which an election

get, and to the first Form 5471 filed by theo treat a stock sale as an asset sale isParagraph 1. The authority citation for

purchaser for new target. filed) has been submitted to and approve@grt 1 is amended by removing the entries
by the Office of Management and Budgeflor Sections 1.338-6T, 1.338-7T,
Special Analyses With respect to Form 8023, the IRS estil.338-10T and 1.1060-1T and by adding

mated that 201 forms would be filed eackgntries in numerical order to read in part
It has been determined that these finglear and that each taxpayer would requir@s follows:

regulations are not a significant regulai2.98 hours to comply. Form 8594 (on Authority: 26 U.S.C. 780
tory action as defined in Executive Ordewhich a sale or acquisition of assets con- Section 1.338-6 also issued under 26
12866. Therefore, a regulatory assesstituting a trade or business is reported).S.C. 337(d), 338, and 1502.
ment is not required. It has been detehas also been submitted to and approvedSection 1.338-7 also issued under 26
mined that a final regulatory flexibility by the Office of Management and BudgetJ.S.C. 337(d), 338, and 1502.
analysis is required for the collection ofwith respect to Form 8594, the IRS esti- Section 1.338-10 also issued under 26
information in this Treasury decisionmated that 20,000 forms would be filedJ.S.C. 337(d), 338, and 1502.* * *
under 5 U.S.C. 604. This analysis is setach year and that each taxpayer would Section 1.1060-1 also issued under 26
forth below under the heading “Finalrequire 12.25 hours to comply. These e4J.S.C. 1060.* * *
Regulatory Flexibility Act Analysis.” timates have been made available for pub- Par. 2. In the list below, for each sec-
Pursuant to section 7805(f) of the Interndic comment and no public commentdion indicated in the left column, remove
Revenue Code, these final regulationsave been received. The regulations dbe language in the middle column and
will be submitted to the Chief Counsel fomot impose new requirements on smahdd the language in the right column:
Advocacy of the Small Business Admin-businesses and, in fact, should lessen any

5***
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Section

Remove

Add

1.56(g)-1(k)(1), second sentence

of 81.338-6T(b), if otherwise

of 81.338-6(b), if otherwise

1.56(g)-1(k)(1), last sentence

of 81.338-6T(c)(1) and (2) also

of §1.338-6(c)(1) and (2) also

1.197-2(e)(1), second sentence

See §1.1060-1T(b)(2)

See §1.1060-1(b)(2)

1.197-2(k) Example 6
paragraph (i), last sentence

See §1.338-6T(b)

See §1.338-6(h)

1.197-2(k) Example 6
paragraph (ii), second sentence

Under 881.1060-1T(c)(2)
and 1.338-6T(c)(1),

Under §81.1060-1(c)(2) and
1.338-6(c)(1)

1.197-2(k) Example 6 paragraph
(i), last sentence

See §81.1060-1T(c)(2)
and 1.338-6T(b)

See §81.1060-1(c)(2)
and 1.338-6(b)

1.197-2(k) Example 23
paragraph (iv), first sentence

(as these terms are
defined in §1.338-1(c)(13))

(as these terms are
defined in §1.338-2(c)(17))

1.338-8(h)(1), last sentence

nomenclature of §1.338-1(b)
and (c) and

nomenclature of §1.338-2(b)
and (c) and

1.338-9(a), penultimate sentence

provided in §1.338-1(c)(14),

provided in §1.338-2(c)(18),

1.338-9(b)(1), first sentence

the deemed sale gain, as defined
in §1.338-3(b)(4),

the deemed sale tax conseque
defined in §1.338-2(c)(7),

Nces, c

1.338-9(b)(1), last sentence

the deemed sale gain.

the deemed sale tax consequen

ces.

1.338-9(b)(3)(i)(B)

under §1.338(b)-1(e)(2).

under §1.338-5(d).

1.338-9(b)(3)(ii)

reflect deemed sale gain)

reflect deemed sale tax conseque

nces)

1.338-9(b)(4)

under 8§1.338(b)-1(e)(2),

under §1.338-5(d),

1.338-9(f)(2) Example 1
paragraph (a), last sentence

and §1.338(b)-1(e)(2).

and §1.338-5(d).

1.368-1(a), third sentence

(k) and 1.338-3T(c)(3).

(k) and 1.338-3(d).

1.368-1(e)(6)Example 4
paragraph (i), last sentence

see 81.338-3T(c)(3) (which

see §1.338-3(d) (which

1.597-2(d)(5)(iii)(B)

(see §1.338-7T)

(see 81.338-7)

1.597-5(c)(3)(i)

under 8§1.338-6T(b), (c)(1) and (2).

under §1.338-6(b), (c)(1) and (2).

1.597-5(d)(2)(i)

under 8§1.338-6T(b), (c)(1) and (2).

under 8§1.338-6(b), (c)(1) and (2).

1.921-1T(b)(1), A-1, immediately
preceding the penultimate sentenge

and §1.338-2T(d).

and §1.338-2(d).

1.1031(d)-1T last sentence

see §1.1060-1T(b), (c),
and (d)Example 1

see 81.1060-1(b), (c),
and (d)Example 1.

1.1031()-1(b)(2)(iii),
penultimate sentence

in 81.338—-6T(b), to which referenge
is made by §1.1060-1T(c)(2).

in 81.338-6(b), to which reference
made by §1.1060-1(c)(2).

1.1361-4(d)Example 3
third sentence

Under section 338(a) and
§1.338(h)(10)-1T(d)(3)

Under section 338(a) and
§1.338(h)(10)-1(d)(3)

1.1502-75(K)

See §1.338(h)(10)—-1T(d)(7) for

See §1.338(h)(10)-1(d)(7) for

1.1502-76(b)(1)(ii)(A)D),
last sentence

See §1.338-10T(a)(5) (deemed

See §1.338-10(a)(5) (deemed

2001-15 L.R.B.
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Par. 3. Sections 1.338-0 througliii) Qualifying foreign target.
1.338-7 are added to read as follows:

8§1.338-0 Outline of topics.

This section lists the captions containe(B) Statement of section 338 may be file

(5) Example.
(iv) Triggering event.

(V) Subject to United States tax.
(2) Acquisition period.

81.338-4 Aggregate deemed sale price;
various aspects of taxation of the deemed
gsset sale.

in the regulations under section 338 as by United States shareholders in cer) 5cope.

follows:

§1.338-1 General principles; status of

old target and new target.

(a) In general.

(1) Deemed transaction.

(2) Application of other rules of law.
(3) Overview.

(b) Treatment of target under other provi
sions of the Internal Revenue Code. g1 338-3 Qualification for the section

(1) General rule for subtitle A.
(2) Exceptions for subtitle A.

(3) General rule for other provisions of(a) Scope.

the Internal Revenue Code.
(c) Anti-abuse rule.
(1) In general.
(2) Examples.

(d) Next day rule for post-closing transac{3) Acquisitions of stock from related

tions.

81.338—-2 Nomenclature and definitions;
mechanics of the section 338 election.

(a) Scope.

(b) Nomenclature.

(c) Definitions.

(1) Acquisition date.

(2) Acquisition date assets.
(3) Affiliated group.

(4) Common parent.

(5) Consistency period.

(6) Deemed asset sale.

(7) Deemed sale tax consequences.

(8) Deemed sale return.

(9) Domestic corporation.

(10) Old target’s final return.

(11) Purchasing corporation.
(12) Qualified stock purchase.
(13) Related persons.

(14) Section 338 election.

(15) Section 338(h)(10) election.
(16) Selling group.

(17) Target; old target; new target.
(18) Target affiliate.

(19) 12-month acquisition period.

(d) Time and manner of making election.

tain cases. (b) Determination of ADSP.

4 Not|f:e requm_ament_ for U.S. Persong1) General rule.

. holding stock in foreign target. (2) Time and amount of ADSP.

(i) General rule. (i) Original determination.

(if) Limitation. (if) Redetermination of ADSP.

(!u) Fprm of notice. (iii) Example.

(iv) Timing of notice. (c) Grossed-ummount realized on the

(v) Consequence of failure to comply. sale to the purchasing corporation of

(vi) Good faith effort to comply. the purchasing corporation’s recently
purchased target stock.

(1) Determination of amount.

(2) Example.

(d) Liabilities of old target.

(b) Rules relating to qualified stock pur<1) In general.
chases. (2) Time and amount of liabilities.

(1) Purchasing corporation requirement. (€) Deemed sale tax consequences.

(2) Purchase. (f) Other rules apply in determining
ADSP.

(g) Examples.

(i) In general. (h) Deemed sale of target affiliate stock.

(i) Time for testing relationship. (1) Scope.

(iii) Cases where section 338(h)(3)(C§2) In general.
applies—acquisitions treated ag3) Deemed sale of foreign target affiliate

purchases. by a domestic target.
(iv) Examples. (4) Deemed sale producing effectively

(4) Acquisition date for tiered targets. connected income.
(i) Stock sold in deemed asset sale. (5) Deemed sale of insurance company
(i) Examples. target affiliate electing under section

(5) Effect of redemptions. 953(d).

(i) General rule. (6) Deemed sale of DISC target affiliate.

(i) Redemptions from persons unrelated?) Anti-stuffing rule.
to the purchasing corporation. (8) Examples.

(i) Redemptions from the purchasing§
corporation or related persons during
12-month acquisition period. (a) Scope.

(A) General rule. (b) Determination of AGUB.

(B) Exception for certain redemptions(1) General rule.
from related corporations. (2) Time and amount of AGUB.

(iv) Examples. (i) Original determination.

(c) Effect of post-acquisition events on el{ii) Redetermination of AGUB.

igibility for section 338 election. (iii) Examples.

(1) Post-acquisition elimination of tar-(c) Grossed-up basis of recently pur-

get. chased stock.

(2) Post-acquisition elimination of the(d) Basis of nonrecently purchased stock;
purchasing corporation. gain recognition election.

338 election.

corporations.

1.338-5 Adjusted grossed-up basis.

(e) Special rules for foreign corporationgd) Consequences of post-acquisitioifl) No gain recognition election.

or DISCs.

(1) Elections by certain foreign purchas-

ing corporations.
(i) General rule.

(i) Qualifying foreign purchasing corpo- (3) Control requirement.

ration.

April 9, 2001

elimination of target where section(2) Procedure for making gain recogni-

338 election not made. tion election.
(1) Scope. (3) Effect of gain recognition election.
(2) Continuity of interest. (i) In general.

(i) Basis amount.
(4) Solely for voting stock requirement. (iii) Losses not recognized.
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(iv) Stock subject to election.
(e) Liabilities of new target.

(2) Procedure for transactions in whickg) Extension of consistency if dividends
section 338(h)(10) is not elected.

qualifying for 100 percent dividends

(1) In general. () Deemed sale tax consequences in- received deduction are paid.

(2) Time and amount of liabilities.

cluded in new target’s return.
(3) Interaction with deemed sale tax coni) Carryovers and carrybacks.

(1) General rule for direct acquisitions
from target.

sequences. (A) Loss carryovers to new target taxablé2) Other direct acquisitions having same
(f) Adjustments by the Internal Revenue vyears. effect.
Service. (B) Loss carrybacks to taxable years of3) Indirect acquisitions.

(9) Examples. old target.

(C) Credit carryovers and carrybacks.
3) Procedure for transactions in which are controlled foreign corporations.
section 338(h)(10) is elected.

§1.338-6 Allocation of ADSP and AGUB(
among target assets.

(4) Examples.
(h) Consistency for target affiliates that

(1) In general.

(a) Scope. (d) Special rules for AGUB. (2 Incomg' or gain resulting from asset
(1) In general. (1) Effect of disposition or depreciation of  dispositions.

(2) Fair market value. acquisition date assets. (i) General rule.

(i) In general. (2) Section 38 property. (i) Basis of controlled foreign corpora-
(ii) Transaction costs. (e) Examples. tion stock.

(iii) Internal Revenue Service authority.

(iif) Operating rule.

1.338-8 Asset and stock consistency. ; ; ;
(b) General rule for allocating ADSP and® Y (iv) Increase in asset or stock basis.

AGUB. (a) Introduction.
(1) Reduction in the amount of considera¢1) Overview.
tion for Class | assets.

(2) Other assets. (3) Extension of the general rules.
(i) In general. (4) Application where certain dividends
(i) Class Il assets. are paid.

(iii) Class Ill assets.

(iv) Class IV assets. (6) Stock consistency.

(v) Class V assets. (b) Consistency for direct acquisitions.

(vi) Class VI assets. (1) General rule.
(vii) Class VIl assets.

(2) General application.

(5) Application to foreign target affiliate

(2) Section 338(h)(10) elections.

(3) Stock issued by target affiliate that is a
controlled foreign corporation.

(4) Certain distributions.

(i) General rule.

(il) Basis of controlled foreign corpora-
tion stock.

s, (iii) Increase in asset or stock basis.

(5) Examples.

() [Reserved]

(j) Anti-avoidance rules.

(1) Extension of consistency period.

(3) Other items designated by the Interna(l;;) Gain from (ﬂsposition reflected in (2) Qua“fled stock purchase and 12-

Revenue Service. basis of target stock.

(c) Certain limitations and other rules for(l) General rule.
allocation to an asset.

(2) Gain not reflected if section 338 ele
(1) Allocation not to exceed fair market  tion made for target.

month acquisition period.
(3) Acquisitions by conduits.

c(i) Asset ownership.

(A) General rule.

value. (3) Gain reflected by reason of distribu{B) Application of carryover basis rule.

(2) Allocation subject to other rules. tions.

(3) Special rule for allocating AGUB (4) Controlled foreign corporations.

(i) Stock acquisitions.
(A) Purchase by conduit.

when purchasing corporation has norys) Gain recognized outside the consoli(B) Purchase of conduit by corporation.

recently purchased stock. dated group. ©) Purch'c_lse of conduit by conduit.
(i) Scope. (d) Basis of acquired assets. (4) Conduit.
(i) Determination of hypothetical pur-(1) Carryover basis rule. (5) Existence of arrangement.
chase price. (2) Exceptions to carryover basis rule foF_G) Predecessor and successor.
(iii) Allocation of AGUB. certain assets. (i) Persons.

(4) Liabilities taken into account in deter{3) Exception to carryover basis rule foflil) ASsets.

mining amount realized on subsequent  ge minimisassets.
disposition. (4) Mitigation rule.
(d) Examples. (i) General rule.
(i) Time for transfer.
(e) Examples.
(1) In general.

81.338-7 Allocation of redetermined
ADSP and AGUB among target assets.

(7) Examples.

§1.338-9 International aspects of
section 338.

(a) Scope.
(b) Application of section 338 to foreign
targets.

(2) Ownership of FT stock on the acquisi-

(a) Scope. (2) Direct acquisitions.

(b) Allocation of redetermined ADSP and(f) Extension of consistency to indirect(1) In general.
AGUB. acquisitions.

(c) Special rules for ADSP. (1) Introduction.

(1) Increases or decreases in deemed sék General rule.

tax consequences taxable notwith¢(3) Basis of acquired assets.

standing old target ceases to exist. (4) Examples.

2001-15 L.R.B. 1023

tion date.
(3) Carryover FT stock.
(i) Definition.
(i) Carryover of earnings and profits.
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(i) Cap on carryover of earnings and tion’s consolidated return.
profits. (4) Examples.

(iv) Post-acquisition date distribution of
old FT earnings and profits.

(v) Old FT earnings and profits unaf-
fected by post-acquisition date(a) Scope.

 deficits. (b) Definitions.

(vi) Character of FT stock as carryovey1) consolidated target.
FT stock eliminated upon disposition.(z) Selling consolidated group.

(4) Passive foreign investment companys) gelling affiliate: affiliated target.

stock. _ (4) S corporation target.
(c) Dividend treatment under section 1248(€}5) g corporation shareholders.

(d) AIIocati_on of foreign taxes. (6) Liquidation.
(e) Operation of section 338(h)(16). [Re(c) Section 338(h)(10) election.
served] (1) In general.
(f) Examples. (2) Simultaneous joint election requirement.
(3) Irrevocability.
(4) Effect of invalid election.
(a)Returns including tax liability from (d) Certain consequences of sectio
deemed asset sale. 338(h)(10) election.
(2) In general. Q) P.
(2) OId target's final taxable year other{2) New T.
wise included in consolidated return(3) Old T—deemed sale.
of selling group. (i) In general.
(i) General rule. (i) Tiered targets.
(i) Separate taxable year. (4) OIld T and selling consolidated group
(iii) Carryover and carryback of tax attrib- ~ selling affiliate, or S corporation
utes. shareholders—deemed liquidation
(iv) Old target is a component member of tax characterization.
purchasing corporation’s controlled(i) In general.
group. (ii) Tiered targets.
(3) Old target is an S corporation. (5) Selling consolidated group, selling a
(4) Combined deemed sale return. filiate, or S corporation shareholders.
(i) General rule. (i) In general.
(ii) Gain and loss offsets. (i) Basis and holding period of T stoc
(iii) Procedure for filing a combined return. ot acquired.
(iv) Consequences of filing a combinediii) T stock sale.
return.

liquidation.

8§1.338-10 Filing of returns.

(a) In general—(1) Deemed transac-
tion. Elections are available under sec-
tion 338 when a purchasing corporation

§1.338(h)(10)-1 Deemed asset sale and,cqires the stock of another corporation

(the target) in a qualified stock purchase.
One type of election, under section

338(9), is available to the purchasing cor-
poration. Another type of election, under

section 338(h)(10), is, in more limited cir-

cumstances, available jointly to the pur-
chasing corporation and the sellers of the
stock. (Rules concerning eligibility for

these elections are contained in
§81.338-2, 1.338-3, and 1.338(h)(10)-1.)
Although target is a single corporation

under corporate law, if a section 338 elec-
tion is made, then two separate corpora-
tions, old target and new target, generally
gre considered to exist for purposes of
subtitle A of the Internal Revenue Code.

Old target is treated as transferring all of
its assets to an unrelated person in
exchange for consideration that includes
the discharge of its liabilities (see

81.1001-2(a)), and new target is treated
as acquiring all of its assets from an unre-
lated person in exchange for considera-
tion that includes the assumption of those
liabilities. (Such transaction is, without

regard to its characterization for Federal
income tax purposes, referred to as the

sdeemed asset sale and the income tax con-

sequences thereof as the deemed sale tax
consequences.) If a section 338(h)(10)

kelection is made, old target is deemed to

liquidate following the deemed asset sale.
(2) Application of other rules of law

(6) Nonselling minority shareholdersOther rules of law apply to determine the

(5) Deemed sale excluded from purchas- Other than nonselling S corporatiortax consequences to the parties as if they

ing corporation’s consolidated return. ~ shareholders.
(6) Due date for old target's final return. (i) In general.
(i) General rule. (i) T stock sale.
(ii) Application of §1.1502—-76(c). (iii) T stock not acquired.
(A) In general.
(B) Deemed extension. dated group.
(C) Erroneous filing of deemed sale re(8) Availability of the section 453 install-
turn. ment method.

(D) Erroneous filing of return for regular (i) In deemed asset sale.
tax year. (i) In deemed liquidation.
(E) Last date for payment of tax.
(7) Examples.
(b) Waiver.
(1) Certain additions to tax.
(2) Natification.
3) Election.s;. or other. action_s required t%l.338(i)—1 Effective dates.
be specified on a timely filed return.
(i) In general. 81.338-1 General principles; status of
(i) New target in purchasing corpora-old target and new target.
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asset sale.
(e) Examples.
(f) Inapplicability of provisions.
(9) Required information.

had actually engaged in the transactions
deemed to occur under section 338 and
the regulations thereunder except to the
extent otherwise provided in those regula-

(7) Consolidated return of selling consolitions. See also §1.338-6(c)(2). Other

rules of law may characterize the transac-
tion as something other than or in addition
to a sale and purchase of assets; however,
the transaction between old and new tar-
get must be a taxable transaction. For ex-

(9) Treatment consistent with an actuahmple, if target is an insurance company

for which a section 338 election is made,
the deemed asset sale would be character-
ized and taxed as an assumption-reinsur-
ance transaction under applicable Federal
income tax law. See 81.817-4(d).

(3) Overview Definitions and special
nomenclature and rules for making the
section 338 election are provided in
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81.338-2. Qualification for the sectionbenefit funds (sections 419, 419A purposes of applying the residual method
338 election is addressed in §1.338-%12(a)(3), and 4976), and voluntary emas provided for under the regulations
The amount for which old target is treateghployee benefit associations (sectiomnder sections 338 and 1060. The Com-
as selling all of its assets (the aggregat&1(c)(9) and the regulations thereunder)nissioner is authorized to treat any prop-
deemed sale price, or ADSP) is addressed(ii) Sections 1311 through 1314 (relaterty (including cash) transferred by old

in §1.338-4. The amount for which newing to the mitigation of the effect of limi- target in connection with the transactions
target is deemed to have purchased all itations), if a section 338(h)(10) election igesulting in the application of the residual

assets (the adjusted grossed-up basis, rist made for target; method (and not held by target at the close
AGUB) is addressed in 81.338-5. Sec- (iii) Section 108(e)(5) (relating to theof the acquisition date) as, nonetheless,
tion 1.338-6 addresses allocation both a&duction of purchase money debt); property of target at the close of the acqui-

ADSP among the assets old target is (iv) Section 45A (relating to the Indiansition date if the property so transferred is,
deemed to have sold and of AGUB amongmployment Credit), section 51 (relatingvithin 24 months after the deemed asset
the assets new target is deemed to haug the Work Opportunity Credit), sectionsale, owned by new target, or is owned, di-
purchased. Section 1.338-7 addresses BltA (relating to the Welfare to Work rectly or indirectly, by a member of the af-
location of ADSP or AGUB when thoseCredit), and section 1396 (relating to théiliated group of which new target is a
amounts subsequently change. Asset afinpowerment Zone Act); member and continues after the acquisi-
stock consistency are addressed in (v) Sections 401(h) and 420 (relating tdion date to be held or used primarily in
§1.338-8. International aspects of sectiamedical benefits for retirees); connection with one or more of the activi-
338 are covered in 81.338-9. Rules for (vi) Section 414 (relating to definitionsties of new target. In addition, the Com-
the filing of returns are provided inand special rules); and missioner is authorized to treat any prop-
§1.338-10. Eligibility for and treatment (vii) Any other provision designated inerty (including cash) transferred to old
of section 338(h)(10) elections is adthe Internal Revenue Bulletin by thetarget in connection with the transactions
dressed in §1.338(h)(10)-1. Internal Revenue Service. Sedesulting in the application of the residual
(b) Treatment of target under other pro-§601.601(d)(2)(ii) of this chapter. Seemethod (and held by target at the close of
visions of the Internal Revenue Ced@l) for example, §1.1001-3(e)(4)(i)(F) pro-the acquisition date) as, nonetheless, not
General rule for subtitle A Except as viding that an election under section 33®eing property of target at the close of the
provided in this section, new target isloes not result in the substitution of a ne@cquisition date if the property so trans-
treated as a new corporation that is unrembligor on target’s debt. ferred is, within 24 months after the
lated to old target for purposes of subtitle (3) General rule for other provisions of deemed asset sale, not owned by new tar-
Aof the Internal Revenue Code. Thus—the Internal Revenue Cad&xcept as pro- get but owned, directly or indirectly, by a
(i) New target is not considered relatedided in the regulations under section 33g1ember of the affiliated group of which
to old target for purposes of section 16@r in the Internal Revenue Bulletin by thehew target is a member, or owned by new
and may make new elections under se¢nternal Revenue Service (sedarget but held or used primarily in con-
tion 168 without taking into account the§601.601(d)(2)(ii) of this chapter), newnection with an activity conducted, di-
elections made by old target; and target is treated as a continuation of old tafectly or indirectly, by another member of
(ii) New target may adopt, without ob-get for purposes other than subtitle A of théhe affiliated group of which new target is
taining prior approval from the Commis-Internal Revenue Code. For example— & member in combination with other prop-
sioner, any taxable year that meets the re- (i) New target is liable for old target's €rty retained by or acquired, directly or in-
quirements of section 441 and anyederal income tax liabilities, includingdirectly, from the transferor of the prop-
method of accounting that meets the rethe tax liability for the deemed sale taerty (or a member of the same affiliated
quirements of section 446. Notwithstandeonsequences and those tax liabilities &foup) to old target. For purposes of this
ing §1.441-1T(b)(2), a new target mayhe other members of any consolidateBaragraph (c)(1), an interest in an entity is
adopt a taxable year on or before the lagtoup that included old target that are aconsidered held or used in connection
day for making the election under sectiofiributable to taxable years in which thos&ith an activity if property of the entity is
338 by filing its first return for the desiredcorporations and old target joined irs0 held or used. The authority of the

taxable year on or before that date. the same consolidated return (sefommissioner under this paragraph (c)(1)

(2) Exceptions for subtitle ANew tar- §1.1502—6(a)); includes the making of any appropriate
get and old target are treated as the same(ii) Wages earned by the employees dtorrelative adjustments (avoiding, to the
corporation for purposes of— old target are considered wages earned B¥tent possible, the duplication or omis-

(i) The rules applicable to employeesuch employees from new target for purSion of any item of income, gain, loss, de-
benefit plans (including those plans deposes of sections 3101 and 3111 (Federdction, or basis).
scribed in sections 79, 104, 105, 106, 12%)surance Contributions Act) and section (2) Examples The following examples
127, 129, 132, 137, and 220), qualifie®301 (Federal Unemployment Tax Act)illustrate this paragraph (c):
pension, profit-sharing, stock bonus anend Example 1 Prior to a qualified stock purchase
annuity plans (sections 401(a) and (i) Old target and new target must usé‘a”ielgfe‘ift:)‘;r‘rt338%aégsi:g’;ssfienr; zgfpc(’)fr:;:rslstf:rfo
403({;1)), simplified emplqyee pensionghe same t_amployer identification number purchases theytarget stock and also purchases the
(section 408(k)), tax qualified stock op-  (c) Anti-abuse rule—(1) In general (ansferred asset from the related party. After its
tion plans (sections 422 and 423), welfar&he rules of this paragraph (c) apply fopurchase of target, the purchasing corporation and
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target are members of the same affiliated group. #ng. OId T refers to T for periods endingat the beginning of the day after the acqui-
section 338 election is made. Under an arrangemegh or hefore the close of T’s acquisitiorsition date (but see §1.338-1(d) (regard-

with the purchaser, the separately transferred asse . . . e
purena para’ely ferred assef{ate: new T refers to T for subsequent peng certain transactions on the acquisition
used primarily in connection with target’s activities

Applying the anti-abuse rule of this paragraph (c)f'OdS- ) ) ) date))- - N
the Commissioner may consider target to own the (2) P is the purchasing corporation. (3) Affiliated group The termaffili-
transferred asset for purposes of applying the resid- (3) The P group is an affiliated group ofated grouphas the same meaning as in
ual method under section 338. which P is a member. section 338(h)(5). Corporations are affili-

_ Example 2 T owns allthe stock of T1. T1leases  jy by 'py etc. are domestic corporated on any day they are members of the
intellectual property to T, which T uses in connec-

tion with its own activities. P, a purchasing CorlDorations that are members of the P group. same affiliated group.

tion, wishes to buy the T-T1 chain of corporations. (5) T1, T2, etc., are domestic corpora- (4) Common parentThe terncommon

P, in connection with its planned purchase of the fions that are target affiliates of T. Thes@arenthas the same meaning as in section
stock, contracts to consummate a purchase of all t%rporations (Tl T2 etc.) have only ond 504.

stock of T1 on March 1 and of all the stock of T on . . . .
March 2. Section 338 elections are thereafter maacelass of stock outstanding and may also (5) Consistency periad The consis-

for both T and T1. Immediately after the purchased)€ targets. tency periodis the period described in
P, T and T1 are members of the same affiliated (6) S is @ domestic corporation (unresection 338(h)(4)(A) unless extended pur-
group. T continues to lease the intellectual propertjated to P and B) that owns T prior to thesuant to §1.338-8(j)(1).
from T1 and that is the primary use of the intellech;rchase of T by P. (S is referred to in (6) Deemed asset saleThe deemed
:Zigjzgi:gfn;h‘zséviz izgsogktrhtiEesgiﬂ(”’ﬁ\g}sases in which it is appropriate to conasset salds the transaction described in
stock purchase of the T stock, T1's own assets aider the effects of having all of the out§1.338-1(a)(1) that is deemed to occur
used after the deemed asset sale in connection witanding stock of T owned by a domestifor purposes of subtitle A of the Internal
T's own activities, and the T1 stock is after thecorporation.) Revenue Code if a section 338 election is
deemed asset sale owned by P, a member of the(7) A g U.S. citizen or resident, is armade.
ZE';Z?:!'?ES_E&%E ?ljl\évrgfc?hiz'Z;;;f;)ﬁe{é)p‘tmndividual (unrelated to P and B) who (7) Deemed sale tax consequences.
Commissioner may, for purposes of appncatio’n oPwns T prior to the purchase of T by PDeemed sale tax consequencefers to,
the residual method under section 338 both to T arfd iS referred to in cases in which it is apin the aggregate, the Federal income tax
to T1, consider P to have bought only the stock of Toropriate to consider the effects of havingonsequences (generally, the income,
with T at the time of the qualified stock purchases of| of the outstanding stock of T owned bygain, deduction, and loss) of the deemed
ng:thﬁggeTeld(toe tﬂiagli%ztg CskalpeuLcnh; esre :efczc]%n individual who is a U.S. citizen or resi-asset sale. Deemed sale tax consequences
338 of T's assets) owning T1. The Commissionefl€Nt. Ownership of T by Aand ownershipalso refers to the Federal income tax con-
accordingly would allocate consideration to T's asOf T by S are mutually exclusive circum-sequences of the transfer of a particular
sets as though the T1 stock were one of those assgtances.) asset in the deemed asset sale.
and then allocate consideration within T1 based on (8) B g U.S. citizen or resident, is an (8) Deemed sale return The deemed
the Zmoum anogated o tlhe ? stock at thei Tlevel i dividual (unrelated to T, S, and A) whosale returnis the return on which target's
(d) N?Xt e}y ruie for pOSt'C.OS'fngowns the stock of P. deemed sale tax consequences are re-
tr?]nsr?ctlonsl ! a targzt corporatlon or (9) F, used as a prefix with the other termgorted that does not include any other
which an e eCt'.On under sgcnon 3.38 'En this paragraph (b), connotes foreignitems of target. Target files a deemed sale
ma(_:ie engages in a trapsactlon outside t her than domestic, status. For examplesturn when a section 338 election (but
ordinary course of business on the acquj=

sition date after the event resulting in thé:T is a foreign corporation (as defined imot a section 338(h)(10) election) is filed

qualified stock purchase of the target or
higher tier corporation, the target and al

ection 7701(a)(5)) and FA is an individuafor target and target is a member of a sell-
her than a U.S. citizen or resident. ing group (defined in paragraph (c)(16) of
. (10) CFC, used as a prefix with thehis section) that files a consolidated re-
persons relatt_aq thereto (either before Yther terms in this paragraph (b) referringurn for the period that includes the acqui-
after_ the qualified stoc_k purchase) undetro a corporation, connotes a controlledition date. See §1.338-10. If target is an
section 267_(b) or section 707. must tre%reign corporation (as defined in sectior§ corporation for the period that ends on
the transaction for ".jl” Federal income ta 7, taking into account section 953(c))the day before the acquisition date and a
purposes as occurring at the.beglnmng corporation identified with the prefix F section 338 election (but not a section
the day following the transaction and aﬂanay be a controlled foreign corporation338(h)(10) election) is filed for target, see
the deemed purchase by new target. (The prefix CFC is used when the corpo81.338-10(a)(3).
§1.338—2 Nomenclature and definitions;ration’s status as a controlled foreign cor- (9) Domestic corporation.A domestic
mechanics of the section 338 election. Poration is significant.) corporationis a corporation—
(c) Definitions For purposes of the (i) That is domestic within the meaning

(@) Scope This section prescribes rulesegulations under section 338 (except asf section 7701(a)(4) or that is treated as
relating to elections under section 338. otherwise provided) domestic for purposes of subtitle A of the

(b) Nomenclature For purposes of the (1) Acquisition date The termacquisi- Internal Revenue Code (e.g., to which an
regulations under section 338 (except afn datehas the same meaning as in seelection under section 953(d) or 1504(d)
otherwise provided): tion 338(h)(2). applies); and

(1) T is a domestic target corporation (2) Acquisition date asset#\cquisition (i) That is not a DISC, a corporation
that has only one class of stock outstandtate assetare the assets of the target heldescribed in section 1248(e), or a corpo-
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ration to which an election under sectiocommon parent on the acquisition date. States tax during such period because of a
936 applies. (17) Target; old target; new target. section 338 election). A target affiliate is
(10) Old target's final return. Old tar- Targetis the target corporation as definedaken into account for purposes of the pre-
get’s final returnis the income tax return in section 338(d)(2).0ld targetrefers to ceding sentence only if, during target’s
of old target for the taxable year ending aarget for periods ending on or before th&2-month acquisition period, it is or be-
the close of the acquisition date that inelose of target’s acquisition datdNew comes a member of the affiliated group
cludes the deemed sale tax consequencemgetrefers to target for subsequent perithat includes the purchasing corporation.
However, if a deemed sale return is file@ds. (iv) Triggering event A triggering
for old target, the deemed sale return is (18) Target affiliate The termtarget eventoccurs in the taxable year of the
considered old target’s final return. affiliate has the same meaning as in sectualifying foreign purchasing corporation
(11) Purchasing corporation The term tion 338(h)(6) (applied without sectionin which either that corporation or any
purchasing corporatiorhas the same 338(h)(6)(B)(i)). Thus, a corporation de-corporation in its affiliated group be-
meaning as in section 338(d)(1). The puiscribed in section 338(h)(6)(B)(i) is con-comes subject to United States tax.
chasing corporation may also be referresidered a target affiliate for all purposes (v) Subject to United States taxror
to as purchaser. Unless otherwise praf section 338. If a target affiliate is acpurposes of this paragraph (e)(1), a for-
vided, any reference to the purchasinguired in a qualified stock purchase, it i®ign corporation is considered subject to
corporation is a reference to all memberalso a target. United States tax—
of the affiliated group of which the pur- (19) 12-month acquisition periodThe (A) For the taxable year for which that
chasing corporation is a member. Se&2-month acquisition perioi$ the period corporation is required under
sections 338(h)(5) and (8). Also, unlesdescribed in section 338(h)(1), unless ex§1.6012-2(g) (other than §1.6012-2(g)
otherwise provided, any reference to theended pursuant to §1.338-8(j)(2). (2)(1))(B)(2)) to file a United States in-
purchasing corporation is, with respect to (d) Time and manner of making eleceome tax return; or
a deemed purchase of stock under sectition. The purchasing corporation makes a (B) For the period during which that
338(a)(2), a reference to new target witkection 338 election for target by filing acorporation is a controlled foreign corpo-
respect to its own deemed purchase atatement of section 338 election on Formation, a passive foreign investment com-
stock in another target. 8023 in accordance with the instructiongany for which an election under section
(12) Qualified stock purchase The to the form. The section 338 electiorl295 is in effect, a foreign investment
term qualified stock purchashas the must be made not later than the 15th dagompany, or a foreign corporation the
same meaning as in section 338(d)(3). of the 9th month beginning after thestock ownership of which is described in
(13) Related personsTwo persons are month in which the acquisition date ocsection 552(a)(2).
related if stock in a corporation owned byurs. A section 338 election is irrevoca- (2) Acquisition period For purposes of
one of the persons would be attributetile. See §1.338(h)(10)-1(c)(2) for secthis paragraph (e), the teratquisition
under section 318(a) (other than sectiotion 338(h)(10) elections. periodmeans the period beginning on the
318(a)(4)) to the other. (e) Special rules for foreign corpora- first day of the 12-month acquisition pe-
(14) Section 338 election A section tions or DISCs—(1) Elections by certain riod and ending on the acquisition date.
338 electionis an election to apply sec-foreign purchasing corporations (i) (3) Statement of section 338 election
tion 338(a) to target. A section 338 elecGeneral rule A qualifying foreign pur- may be filed by United States sharehold-
tion is made by filing a statement of secehasing corporation is not required to fileers in certain cases The United States
tion 338 election pursuant to paragraph statement of section 338 election for ahareholders (as defined in section
(d) of this section. The form on whichqualifying foreign target before the earliei951(b)) of a foreign purchasing corpora-
this statement is filed is referred to in thef 3 years after the acquisition date antion that is a controlled foreign corpora-
regulations under section 338 as the Forthe 180th day after the close of the puttion (as defined in section 957 (taking into
8023, ‘Elections Under Section 338 forchasing corporation’s taxable year withiraccount section 953(c))) may file a state-
Corporations Making Qualified Stockwhich a triggering event occurs. ment of section 338 election on behalf of
Purchases (i) Qualifying foreign purchasing cor- the purchasing corporation if the purchas-
(15) Section 338(h)(10) electionA poration A purchasing corporation is aing corporation is not required under
section 338(h)(10) electiois an election qualifying foreign purchasing corpora- 81.6012-2(g) (other than §1.6012-2(g)
to apply section 338(h)(10) to target. Aion only if, during the acquisition period (2)(i)(B)(2)) to file a United States in-
section 338(h)(10) election is made byf a qualifying foreign target, all the cor-come tax return for its taxable year that
making a joint election for target undeiporations in the purchasing corporation'sncludes the acquisition date. Form 8023
§1.338(h)(10)-1 on Form 8023. affiliated group are foreign corporationsmust be filed as described in the form and
(16) Selling group Theselling group that are not subject to United States tax. its instructions and also must be attached
is the affiliated group (as defined in sec- (iii) Qualifying foreign target.A target to the Form 5471,Ihformation Return of
tion 1504) eligible to file a consolidatedis aqualifying foreign targebnly if target U.S. Persons With Respect To Certain
return that includes target for the taxabland its target affiliates are foreign corpoForeign Corporationg filed with respect
period in which the acquisition date oc+ations that, during target’s acquisition peto the purchasing corporation by each
curs. However, a selling group is not amiod, are not subject to United States taknited States shareholder for the purchas-
affiliated group of which target is the(and will not become subject to Unitedng corporation’s taxable year that in-
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cludes the acquisition date (or, if para- THIS DOCUMENT SERVES AS (a) Scope This section provides rules
graph (e)(1)(i) of this section applies to NOTICE OF AN ELECTION on whether certain acquisitions of stock
the election, for the purchasing corpora- UNDER SECTION 338 FOR THE are qualified stock purchases and on other
tion’s taxable year within which it be- ABOVE CITED FOREIGN TAR- miscellaneous issues under section 338.
comes a controlled foreign corporation). GET THE STOCK OF WHICH YOU (b) Rules relating to qualified stock pur-
The provisions of 81.964-1(c) (including EITHER HELD OR SOLD UNDER  chases—(1) Purchasing corporation re-
81.964-1(c)(7)) do not apply to an elec- THE CIRCUMSTANCES DE- quirement An individual cannot make a
tion made by the United States sharehold- SCRIBED IN TREASURY REGU-  qualified stock purchase of target. Section
ers LATIONS SECTION 1.338-2(e)(4). 338(d)(3) requires, as a condition of a qual-

(4) Notice requirement for U.S. persons FOR POSSIBLE UNITED STATES ified stock purchase, that a corporation pur-
holding stock in foreign target(i) Gen- FEDERAL INCOME TAX CONSE- chase the stock of target. If an individual
eral rule. If a target subject to a section QUENCES UNDER SECTION 551, forms a corporation (new P) to acquire tar-
338 election was a controlled foreign cor- 951, 1248, OR 1293 OF THE INTER- get stock, new P can make a qualified stock
poration, a passive foreign investment NAL REVENUE CODE OF 1986  purchase of target if new P is considered for
company, or a foreign personal holding THAT MAY APPLY TO YOU, SEE tax purposes to purchase the target stock.
company at any time during the portion of TREASURY REGULATIONS SEC-  Facts that may indicate that new P does not
its taxable year that ends on its acquisition TION 1.338-9(b). YOU MAY BE  purchase the target stock include new P’s
date, the purchasing corporation must de- REQUIRED TO ATTACH THE IN- merging downstream into target, liquidat-
liver written notice of the election (and a FORMATION ATTACHED TO THIS ing, or otherwise disposing of the target
copy of Form 8023, its attachments and NOTICE TO CERTAIN RETURNS. stock following the purported qualified
instructions) to— (iv) Timing of notice The notice re- stock purchase.

(A) Each U.S. person (other than auired by this paragraph (e)(4) must be (2) Purchase The termpurchasehas
member of the affiliated group of whichdelivered to the U.S. person on or beforthe same meaning as in section 338(h)(3).
the purchasing corporation is a membehe later of the 120th day after the acquisBtock in a target (or target affiliate) may
(the purchasing group member)) that, otion date of the particular target or the dape considered purchased if, under general
the acquisition date of the foreign targetpn which Form 8023 is filed. The noticeprinciples of tax law, the purchasing cor-
holds stock in the foreign target; and is considered delivered on the date it iporation is considered to own stock of the

(B) Each U.S. person (other than a pumailed to the proper address (or an adarget (or target affiliate) meeting the re-
chasing group member) that sells stock idress similar enough to complete delivquirements of section 1504(a)(2),
the foreign target to a purchasing groupry), unless the date it is mailed cannot beotwithstanding that no amount may be
member during the foreign target's 12+easonably determined. The date of maipaid for (or allocated to) the stock.
month acquisition period. ing will be determined under the rules of (3) Acquisitions of stock from related

(i) Limitation. The notice requirementsection 7502. For example, the date aforporations—(i) In general Stock ac-
of this paragraph (e)(4) applies only wherenailing is the date of U.S. postmark or theuired by a purchasing corporation from a
the section 338 election for the foreign tarapplicable date recorded or marked by eelated corporation (R) is generally not
get affects income, gain, loss, deductiordesignated delivery service. considered acquired by purchase. See
or credit of the U.S. person described in (v) Consequence of failure to complysection 338(h)(3)(A)(iii).
paragraph (e)(4)(i) of this section undeA statement of section 338 election is not (ii) Time for testing relationship For
section 551, 951, 1248, or 1293. valid if timely notice is not given to one purposes of section 338(h)(3)(A)(iii), a

(iif) Form of notice The notice to U.S. or more U.S. persons described in thipurchasing corporation is treated as re-
persons must be identified prominently aparagraph (e)(4). If the form of noticelated to another person if the relationship
a notice of section 338 election andails to comply with all requirements of specified in section 338(h)(3)(A)(iii)) ex-
must— this paragraph (e)(4), the section 33&ts—

(A) Contain the name, address, and enelection is valid, but the waiver rule of (A) In the case of a single transaction,
ployer identification number (if any) of, §1.338-10(b)(1) does not apply. immediately after the purchase of target
and the country (and, if relevant, the (vi) Good faith effort to comply The stock;
lesser political subdivision) under thepurchasing corporation will be considered (B) In the case of a series of acquisi-
laws of which are organized the purchago have complied with this paragraphions otherwise constituting a qualified
ing corporation and the relevant targefe)(4), even though it failed to provide nostock purchase within the meaning of sec-
(i.e., the target the stock of which the partice or provide timely notice to each pertion 338(d)(3), immediately after the last
ticular U.S. person held or sold under theon described in this paragraph (e)(4), &cquisition in such series; and
circumstances described in paragrapthe Commissioner determines that the (C) In the case of a series of transac-

(e)(4)(i) of this section); purchasing corporation made a good faittions effected pursuant to an integrated
(B) Identify those corporations as theeffort to identify and provide timely no- plan to dispose of target stock, immedi-
purchasing corporation and the foreigtice to those U.S. persons. ately after the last transaction in such se-
target, respectively; and ries.
(C) Contain the following declaration81.338-3 Qualification for the section (iii) Cases where section 338(h)(3)(C)
(or a substantially similar declaration): 338 election. applies—acquisitions treated as pur-
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chases If section 338(h)(3)(C) applies12-month period (i.e., 3 shares constructively othose assets. Under section 338(h)(3)(B),
and the purchasing corporation is treatel?r}“?ry 11°f Ygé;rol-: shares COH”SUUCD“VG'V (t’)” J;’H“Few target’s deemed purchase of stock of
as acquiring stock by purchase from F¢° ear 1, and 70 shares actually on December 1 g, yina - corporation is a purchase for pur-

T ear 1), a qualified stock purchase is made on De- . .
solely for purposes of determining Whengmper 1 of Year 1. poses of section 338(d)(3) on the acquisi-
the stock is considered acquired, target gxampie 3 (i) On February 1 of Year 1, P acquiresiON date of target. If new target's deemed
stock acquired from R is considered t@s percent in value of the R stock from B (the sol@urchase causes a qualified stock pur-
have been acquired by the purchasing coshareholder of P). That R stock is not acquired bghase of the other corporation and if a
poration on the day on which the purchagrchase. See section 338(h)(3)(A)(iii). On that datgection 338 election is made for the other
ing corporation is first considered to owrﬁ owns 4 of the 100 shares of T stock. On June 1 &, ration, the acquisition date for the

. ear 1, P purchases an additional 25 percent in value L .
that stock under section 318(a) (other tha§} 1, r ;ock and on January 1 Oprear 2, p puRther corporation is the same as the acqui-

section 318(a)(4)). chases another 25 percent in value of the R stock. Gition date of target. However, the
(iv) Examples The following exam- June 1of Year 2, R acquires an additional 16 sharesdeemed sale and purchase of the other
ples illustrate this paragraph (b)(3): the T stock. On December 1 of Year 2, P purchasegorporation’s assets is considered to take

N _68 shares of the T stock from an unrelated person a
Example 1 (i) S is the parent of a group of cor 12 of the 20 shares of the T stock held by R. Bqace after the deemed sale and purchase

porations that are engaged in various businesses. of target’s assets.

Prior to January 1, Year 1, S decided to discontinue (ii) Of the 12 shares of the T stock purchased by = .. .
its involvement in one line of business. To accomP from R on December 1 of Year 2, 2 of those shares (i) Example The following example

plish this, S forms a new corporation, Newco, with &re deemed to have been acquired by P on June lilbgstrates this paragraph (b)(4):
nominal amount of cash. Shortly thereafter, on Jantear 1, the date on which 2 of the 4 shares of the T Example Aowns all of the T stock. T owns 50 of
uary 1, Year 1, S transfers all the stock of the sul§tock held by R on that date were first considerethe 100 shares of X stock. The other 50 shares of X
sidiary conducting the unwanted business (T) tgwned by P under section 318(a)(2)(C) (i.e., 4 x .5ftock are owned by corporation Y, which is unrelated
Newco in exchange for 100 shares of Newco conf=0r purposes of this attribution, the R stock need nde A, T,or P. OnJanuary 1 of Year 1, P makes a ql_JaI—
mon stock and a Newco promissory note. Prior t§€ acquired by P by purchase. See sectiofied stocl_( purchase of T from A and makes a section
January 1, Year 1, S and Underwriter (U) had er338(h)(1). (By contrast, the acquisition of the T338 election for T. On December 1 of Year 1, P pur-
tered into a binding agreement pursuant to which §tock by P from R does not qualify as a purchase ughases the 50 shares of X stock held by Y. A quali-
would purchase 60 shares of Newco common stodSS P has acquired at least 50 percent in value of tfied stock purchase of X is made on December 1 of
from S and then sell those shares in an Initial Publi stock by purchase. Section 338(h)(3)(C)(i). Olear 1, because the deemed purchase of 50 shares of
Offering (IPO). On January 6, Year 1, the |pcthe remaining 10 shares of the T stock purchased B{stock by new T because of the section 338 election
closes. P from R on December 1 of Year 2, 1 of those sharder T and the actual purchase of 50 shares of X stock
(iiy Newco's acquisition of T stock is one of a se-S deemed to have been acquired by P on Januaryoy P are treated as purchases made by one corpora-
ries of transactions undertaken pursuant to one int8f Year 2, the date on which an additional 1 share dfon. Section 338(h)(8). For purposes of determin-
grated plan. The series of transactions ends with tifée 4 shares of the T stock held by R on that date wiig whether those purchases occur within a 12-month
closing of the IPO and the transfer of all the sharddfSt considered owned by P under sectioracquisition period as required by section 338(d)(3), T
of stock in accordance with the agreements. Imm&18(@)(2)(C) (i-e., (4 x .75) —2). The remaining 9s deemed to purchase its X stock on T's acquisition
diately after the last transaction effected pursuant &@'ares of the T stock purchased by P from R on Deate, i.e., January 1 of Year 1.

the plan, S owns 40 percent of Newco, which doeg€mber 1 of Year 2, are deemed to have been ac- (5) Effect of redemptiors(i) General
not give rise to a relationship described in sectiofUired by Pon June 1 of Year 2, the date on which gl Except as provided in this para-

338(M()(A)(i). See §1.338-3(b)(3)(i)(C). Ac- addiional 32 shares of the T stock held by R on al o 51y () (5), a qualified stock purchase is
cordingly, S and Newco are not related for purposeddte were first considered owned by P under secti ‘made on the first day on which the per-
of section 338(h)(3)(A)(iii). 318(a)(2)(C) (i.e., (20 x .75) —3). Because a quali Yy p

(iii) Further, because Newco's basis in the 71ed Stock purchase of T by P is made on Decemb&entage ownership requirements of sec-
stock is not determined by reference to S's basis of Year 2 only if all 12 shares of the T stock purtion 338(d)(3) are satisfied by reference to
the T stock and because the transaction is not an éx2sed by P from R on that date are considered agrget stock that is both—

) . i i 12-month period ending on that date :
change to which section 351, 354, 355, or 356 arg{wred du'nng alem ! A) Held on that day by the purchasin
plies, Newco's acquisition of the T stock is a pur_(so that, in conjunction with the 68 shares of the T ( ) y by p 9

rporation; and
chase within the meaning of section 338(h)(3).  Stock P purchased on that date from the unrelatéPrP

Example 2 () On January 1 of Year 1, P pur-Person: 80 of T's 100 shares are acquired by P dur- (B) Purchased by the purchasing corpo-

chases 75 percent in value of the R stock. On thiS & 12-month period) and because 2 of those @tion during the 12-month period ending

date, R owns 4 of the 100 shares of T stock, On Jujaares are considered to have been acquired by ¢4t day.

. o ore than 12 months before December 1 of Year 2 .. .
1 of Year 1, R acquires an additional 16 shares of ?e., on June 1 of Year 1), a qualified stock purchase (i) Redemptions from persons unre-

stock. On December 1 of Year 1, P purchases -,i(bnot made. (Under §1.338-8()(2), for purposes dated to the purchasing corporatiorTar-
shares of T stock from an unrelated person and 12 ¢ ving th nsistency rules. P is treated m t stock red ti f
the 20 shares of T stock held by R. applying the consistency rules, P is treated as maget stock redemptions from persons unre-

(i) Of the 12 shares of T stock purchased by IJ-.’ng a qualified stock purchase of T f, pursuant to afated to the purchasing corporation that

arrangement, P purchases T stock satisfying the re- ; it
, . ccur during the 12-month acquisition pe-
from R on December 1 of Year 1, 3 of those share rements of section 1504(a)(2) over a period 0§_ g q p

are deemed to have been acquired by P on Januar 4 riod are taken into account as reductions
. ore than 12 months.)
of Year 1, the date on which 3 of the 4 shares of in target's outstanding stock for purposes

stock held by R on that date were first considered EXample 4 Assume the same facts asiample e
owned by P under section 318(a)(2)(C) (i.e., 4 % €xcept that on February 1 of Year 1, P acquires wf determining whether target stock pur-

75). The remaining 9 shares of T stock purchasdfrcent in value of the R stock by purchase. The rehased by the purchasing corporation in
by P from R on December 1 of Year 1 are deemed @It iS the same as Example 3 the 12-month acquisition period satisfies

have been acquired by P on June 1 of Year 1, the (4) Acquisition date for tiered targets the percentage ownership requirements of
gf‘;gkog‘wvnghbarl‘qagg';‘;’:ac: alti \‘,’vfet:‘eeﬁzrgtsc*;ﬁfj;‘;g) Stock sold in deemed asset salean section 338(d)(3).

owned by P ur)]'der section 318(@)(2)(C) (ie., (20 lection under ;ectlon 338 is made for tar- (iii) Rgdemptlons from the pur(_:hasmg
.75) -3). Because stock acquisitions by P sufficier€t, 0ld target is deemed to sell target'sorporation or related persons during 12-

for a qualified stock purchase of T occur within aassets and new target is deemed to acquirenth acquisition period-(A) General
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rule. For purposes of the percentagehases 60 of the 100 shares of X stock. On that datgnder section 338 may be made for target
ownership requirements of sectionX owns 40 of the 100 shares of T stock. On April lafter the acquisition of assets of the pur-
338(d)(3), a redemption of target stocI?;;Z?r:ii’gTGrgdsehZTessx;TTSSt?;l(kafr:gri F;L:Cuhnarsj:t;%%asing corporation by another corpora-
during the 12-month acquisition periotyerson. For purposes of the 80-percent ownershifPn in @ transaction described in section
from the purchasing corporation or fromrequirements of section 338(d)(3), the redemption c881(a), provided that the purchasing cor-
any person related to the purchasing cothe T stock from X (a person related to P) is takeporation is considered for tax purposes as
poration is not taken into account as a reto account as a reduction in T's outstanding stockhe pyrchaser of the target stock. The ac-
duction in target’s outstanding stock. gnPAZ?i? fg;c\?ee;ef :;agooﬁgg?zge:wc:ﬁlsdf:;r\?éﬁjiring corporation in the section 381(a)
(B) Exception for certain redemptionSpeen considered 'purchased (because of sectifi@nsaction may make an election under
from related corporations A redemption 338(h)(3)(C)(i)) during the 12- month period endingsection 338 for target.
of target stock during the 12-month acquien April 1 of Year 1 (24 of the 40 shares would have (d) Consequences of post-acquisition
sition period from a corporation related t@een considered purchased by P on January 1 gfimination of target where section 338

. . . . ear 1 and the remaining 16 shares would have bee .
the purchasing corporation is taken intd fe, 2, 0 SRR RS O ear 1yElection not made-(1) Scope The rules

aCCOl{nt as a reduction in target’s OUtsee paragraph (b)(3) of this section. Accordingly, @f this paragraph (d) apply to the transfer
standing stock to the extent that the remakes a qualified stock purchase of T on April 1 obf target assets to the purchasing corpora-
deemed stock would have been considear 1, because the 60 shares of T stock purchasggn (or another member of the same affil-

ered purchased by the purchasinfy P on that date satisfy the 80-percent OW”erShé%ted group as the purchasing corporation)

. . Tequirements of section 338(d)(3) (i.e., 60/6 . Lo
corporation (because of SeCtIO_'{shares), determined by taking into account the ré—the transferee) following a qualified

338(h)(3)(C)) during the 12-month acqui-yemption of 40 shares. stock purchase of target stock, if the pur-
sition period if the redeemed stock had (c) Effect of post-acquisition events orfhasing corporation does not make a sec-
been acquired by the purchasing corporgjigibility for section 338 election-(1) tion 338 election for target. Notwith-

tion from the related corporation on thgsgst.acquisition elimination of targeti) Standing the rules of this paragraph (d),
day of the redemption. See paragrapfihe purchasing corporation may make agection 354(a) (and so much of section

(b)(3) of this section. election under section 338 for target eveR56 as relates to section 354) cannot
(iv) Examples The following exam- though target is liquidated on or after th@pply to any person other than the pur-
ples illustrate this paragraph (b)(5): acquisition date. If target liquidates orfhasing corporation or another member of

denf;’;‘ijnp'ffo; u(ﬁrse‘fafe”d S;gf:oﬁu(;ﬁ:izel(f;fg;ﬁhe acquisition date, the liquidation ighe same affiliated group as the purchas-
period. A owns all 100 shares of T stock. On Janu-cOnSidered to occur on the fOHOWing dayng corporation unless the transfer of tar-

ary 1 of Year 1, P purchases 40 shares of the T sto@d immediately after new target’sget assets is pursuant to a reorganization
from A. On July 1 of Year 1, T redeems 25 sharedeemed purchase of assets. The purch@&s determined without regard to this para-
from A. On December 1 of Year 1, P purchase_s_ Zth corporation may also make an eIe(Qraph (d)

z:‘oégfs Sfctﬁaesl z;OTCkOLque (’:m';eTikﬁfsfegr“i"ﬂsgjon under section 338 for target even (2) Continuity of interest By virtue of
causerzhe 60 shares of T stock purchased by P witiiOUGN target is merged into another cosection 338, in determining whether the
the 12-month period ending on that date satisfy thgoration, or otherwise disposed of by theontinuity of interest requirement of
80-percent ownership requirements of sectiopurchasing corporation provided that§81.368—1(b) is satisfied on the transfer of
338(d)(3) (i-e., 60/75 shares), determined by takingnder the facts and circumstances, thassets from target to the transferee, the
into account the redemption of 25 shares. purchasing corporation is considered fopurchasing corporation’s target stock ac-

Example 2 QSP on stock redemption date; re- . . .
demption from unrelated person during 12-montt{aX PuUrposes as the purchaser of the targatired in the qualified stock purchase rep-

period The facts are the same a€xample 1ex- Stock. resents an interest on the part of a person
cept that P purchases 60 shares of T stock on Janu-(ii) The following examples illustrate who was an owner of the target’'s business
ary 1 of Year 1 and none on December 1 of Year 5 naragraph (c)(1): enterprise prior to the transfer that can be

P makes a qualified stock purchase of T on July 1 of - . o
Year 1, because that is the first day on which the Example 1 On January 1 of Year 1, P purchasegontinued in a reorganization.

- . 00 percent of the outstanding common stock of T. ; ;
stock purchased by P within the preceding 12-mont n .JFL)me 1 of Year 1, P sells tae T stock to an unre- (3) Control requweme_zpt By virtue of
period satisfies the 80-percent ownership requirgz, person. Assun%ing that P is considered for t=2€Cction 338, the acquisition of target stock
ments of section 338(d)(3) (i-e., 60/75 shares), detg Urposes as the purchaser of the T stock, P remaitfs the qualified stock purchase will not
mined by taking into account the redemption of 2% 1o after June 1 of Year 1, to make a section 338revent the purchasing corporation from

shares. . . .
election for T that results in a deemed asset sale
Example 3 Redemption from purchasing corpo- I ' Suts 1 SSets qfuallfylng as a shareholder of the target

. . T’s assets on January 1 of Year 1. ii
ration not taken into accountOn December 15 of y transferor for the purpose of determining

Year 1, T redeems 30 percent of its stock from p, CXaMPle 2 On January 1 of Year 1, P makes &, poihar immediately after the transfer of
alified stock purchase of T. On that date, T owns

u
The redegmed stock was held by P for several yee%?e stock of T1. On March 1 of Year 1, T sells thetarget assets, a shareholder of the trans-
and constituted P’s total interestin T. On Decembeltl stock to an unrelated person. On April 1 of Yeaferor is in control of the corporation to

1 of Year 2, P purchases the remaining T stock fro . . . . -
A. P does not make a qualified stock purchase ofnfr, P makes a section 338 election for T. Notwithyhich the assets are transferred within the

on December 1 of Year 2. For purposes of thgianding that the T1 stock was sold on March 1 gheaning of section 368(a)(1)(D).

: ) MSear 1, the section 338 election for T on April 1 of . .
80-percent ownersh!p requirements of SECtIOQ(ear 1Yresults in a qualified stock purchasep by T of (4) SOlely for voting stock requirement
338(d)(3), the reQemptlon Of.PS T stock on Decem-Tl on January 1 of Year 1. See paragraph (b)(4)@Y Virtue of section 338, the acquisition
ber 15 of Year 1 is not taken into account as a redu y ;¢ e ion of target stock in the qualified stock pur-
tion in T's outstanding stock. ) 9 q P

Example 4 Redemption from related person (2) Post-acquisition elimination of the chase for consideration other than voting
taken into account On January 1 of Year 1, P pur-purchasing corporation An election stock will not prevent the subsequent
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transfer of target assets from satisfyingations, the continuity of interest requirement is notax law, for the elements of ADSP. For
the solely for voting stock requirement fors?‘T'S_f'?d ;ecause P's S:‘)tc" p“_rcthasetag‘t’ the mf_'@(ample, ADSP is redetermined because
purposes of determining if the transfer of | Mo #are pursuant fo an inegrared ansactiog an increase or decrease in the amount

e . _Inwhich A, the owner of 85 percent of the stock o .
target assets qualifies as a reorganizatiGeceived solely cash in exchange for As T stock€@lized for recently purchased stock or

under section 368(a)(1)(C). See, e.g., §1.368—1(e)(1)(Yoc Heating v. Commis- because liabilities not originally taken
(5) Example The following example sioner 61 T.C. 168 (1973)Kass v. Commissioner, into account in determining ADSP are
illustrates this paragraph (d): 60 T.C. 218 (1973), aff'd, 491 F.2d 749 (3d Cirgyhsequently taken into account. In-

Example (i) Facts P, T, and X are domestic cor- 1974)- Thus, the requisite continuity of interest, o\ <05 o jacreases with respect to the el-

orations. T and X each operate a trade or busine&&'der 81.368-1(b) is lacking and section 354 does : :
zand K, individuals unrelaﬁed to P, own 85 and 140t @pply to K's exchange of T stock for X stock. kements of ADSP result in the reallocation

percent, respectively, of the stock of T. P owns all IECO9nizes gain or loss, if any, pursuant to seciodf ADSP among target's assets under
the stock of X. The total adjusted basis of T's propt001(C) with respect to its T stock. §1.338-7.

erty exceeds the sum of T’s liabilities plus the ) (iiiy Example The following example
amount of liabilities to which T's property is subject.81.338—4 Aggregate deemed sale price;jjystrates this paragraph (b)(2):

P purchases all of A's T stock for cash in a qualifiedvarious aspects of taxation of the deemed Example In Year 1, T, a manufacturer, purchases
stock purchase. P does not make an election undggset sale. a customized delivery truck from X with purchase
section 338(g) with respect to its acquisition of T money indebtedness having a stated principal
stock. Shortly after the acquisition date, and as part (a) Scope This section provides rulesamount of $100,000. P acquires all of the stock of T

of the same plan, T merges under applicable state . . Year 3 for $700,000 and makes a section 338 elec-
law into X in a transaction that, but for the qUGStiO’Pnder section 338(a)(1) to determine thttlgon for T. Assume T has no liabilities other than its

of continuity of interest, satisfies all the require-aggregate deemed sale price (ADSP) fof .ase money indebtedness to X. In Year 4, when
ments of section 368(a)(1)(A). In the merger, all otarget. ADSP is the amount for which oldr is neither insolvent nor in a title 11 case, T and X
Ts assets are transferreq toX. P an(_j K receive target is deemed to have sold all of its asgree to reduce the amount of the purchase money
f;?ncthlg set)(()((::hkac;g)((e ifr?dr(-:ffri]r?iltre-ll;/StOCk. Pintends 1o rez oo in the deemed asset sale. ADSP is idebtedness to $80,000. Assume further that the re-
. located among target's assets in accogyctlon would be a purchase price reduction under

(i) Status of transfer as a reorganizatiorBy . X section 108(e)(5). T and X's agreement to reduce
virtue of section 338, for the purpose of determininglance with §1.338—6 to determine th@,c smount of the purchase money indebtedness

whether the continuity of interest requirement oamount for which each asset is deemed {@uld not, under general principles of tax law that
§1.368-1(b) is satisfied, P's T stock acquired in thyaye been sold. When a subsequent iweuld apply if the deemed asset sale had actually
qualified stock purchase represents an interest on the 2 oo or decrease is required under gegseurred, change the amount of liabilities of old tar-
art of a person who was an owner of T's business .. . i i ining i -
p p ral prmmples of tax law with respect toget taken into account in determining its amount re

enterprise prior to the transfer that can be continued . lized. Accordingly, ADSP is not redetermined at
in a reorganization through P’s continuing owner@n element of ADSP, the redetermineg,. tme of the reduction. See §1.338-5(b)(2)(iii)

ship of X. Thus, the continuity of interest require-ADSP is allocated among target's assetsample ffor the effect on AGUB.
ment is satisfied and the merger of Tinto X isareofn gccordance with §1.338-7. This (c) Grossed-up amount realized on the

ganization within the meaning of section . : : . .
368(a)(1)(A). Moreover, by virtue of section 333 §1.338-4 also provides rules regardingale to the purchasing corporation of the

the requirement of section 368(a)(1)(D) thatatargghe recognition of gain or loss on theyurchasing corporation’s recently pur-
shareholder control the transferee immediately aftéle€med sale of target affiliate stockchased target stoek(1) Determination

the transfer is satisfied because P controls X imméNotwithstanding section 338(h)(6)(B)(ii), of amount The grossed-up amount real-
diately after the transfer. _In addition, all of T's asstock held by a target affiliate in a foreigrized on the sale to the purchasing corpora-
sets are transferred to X in the merger and P and rporation orin a corporation that is aion of the purchasing corporation’s re-

receive the X stock exchanged therefor in pursuan . . . . )
of the plan of reorganization. Thus, the mergerofﬁISC or that is described in sectiorcently purchased target stock is an

into X is also a reorganization within the meaning ol 248(€) is not excluded from the operaamount equal to—

section 368(a)(1)(D)- _ tion of section 338. (i) The amount realized on the sale to
(iii) Tr(_eatment of_T and.XUr_1der section 361(a), (b) Determination of ADSP-(1) Gen- the purchasing corporation of the pur-
T recognizes no gain or loss in the merger. Undeéral rule ADSP is the sum of— chasing corporation’s recently purchased

section 362(b), X's basis in the assets received in the . . . . .
merger is the same as the basis of the assets in 7s(i) The grossed-up amount realized ofarget stock determined as if the selling

hands. X succeeds to and takes into account th@€ sale to the purchasing corporation afhareholder(s) were required to use old
items of T as provided in section 381. the purchasing corporation’s recently purtarget’s accounting methods and charac-
(v) Treatment of P By virtue of section 338, the chased target stock (as defined in sectiagristics and the installment method were

transfer of T assets to X is a reorganization. Pu . . . .
suant to that reorganization, P exchanges its Tsto§(38(b)(6)(A)), and not available and determined without re-

solely for stock of X, a party to the reorganization. (i) The liabilities of old target. ] gard to the selling costs taken into ac-
Because P is the purchasing corporation, section 354 (2) Time and amount of ADSP(i) count under paragraph (c)(1)(iii) of this
applies to P’s exchange of T stock for X stock in thériginal determination ADSP is initially section;

merger of T into X. Thus, P recognizes no gain ofetermined at the beginning of the day (ii) Divided by the percentage of target

loss on the exchange. Under section 358, P’s ba P . .
in the X stock received in the exchange is the sarn%jter the acquisition date of target. Gerstock (by value, determined on the acqui-

as the basis of P's T stock exchanged therefor.  €ral principles of tax law apply in deter-sition date) attributable to that recently
(v) Treatment of K Because K is not the pur- Mining the timing and amount of the elepurchased target stock;
chasing corporation (or an affiliate thereof), sectionments of ADSP. (iii) Less the selling costs incurred by

354 cannot apply to K's exchange of T stock for X — (ji) Redetermination of ADSPADSP  the selling shareholders in connection

stock in the merger of T into X unless the transfer of, - . - . .
T’'s assets is pursuant to a reorganization as dete|§— redetermmeq at such time and in sudhith the sale to the. purchasmg.co’rpora-
mined without regard to this paragraph (d). UndefTOUNt @s an increase or decrease wouldn of the purchasing corporation’s re-

general principles of tax law applicable to reorganiP€ required, under general principles ofently purchased target stock that reduce
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their amount realized on the sale of th&or example, if no amount of a target liabasis of $80,000, and a fair market value of

stock (e.g., brokerage commissions anblility is properly taken into account in$100.000. P purchases all of the T stock for

any similar costs to sell the stock). amount realized as of the beginning of thgs,ooo, which also equals the amount realized for
e stock determined as if the selling shareholder(s)

_ 2) Example The following example _day af_te_r_the acquis_ition date, th_e liability,yere required to use old target's accounting methods
illustrates this paragraph (c): is not initially taken into account in deter-and characteristics.

Example T has two classes of stock outstandingmining ADSP (although it may be taken (i) ADSP is determined as follows (for purposes
voting common stock and preferred stock describeﬁl]to account at some later date) of this section (g), G is the grossed-up amount real-
in section 1504(a)(4). On March 1 of Year 1, P pur- X jzed on the sale to P of P’s recently purchased T
chases 40 percent of the outstanding T stock from S1 (e) Deemed sale tax Co_nsequen'ce%éack, L is T's liabilities other than T's tax liability
for $500, 20 percent of the outstanding T stock fron¢>ain or loss on each asset in the deemggl ihe deemed sale tax consequencgssThe ap-

S2 for $225, and 20 percent of the outstanding $ale is computed by reference to thglicable tax rate, and B is the adjusted basis of the

stock from S3 for $275. On that date, the fair marADSP allocated to that asset. ADSP is aksset deemed sold):

ket value of all the T voting common stock is $1,2504~ated under the rules of §1.338-6. ADSP=G+L+TEx (ADSP - B)

and the preferred stock $750. S1, S2, and S3 inc : " _ADSP = ($75,000/1) + $0 + .34 x (ADSP -

$40, $35, and $25 respectively of selling costs. S hou_gh deemed sale tax consequences $50,400)

continues to own the remaining 20 percent of thENay INcrease or decrgas_e_ ADSP by creat- Apsp = $75,000 + .34ADSP - $17,136

outstanding T stock. The grossed-up amount realng or reducing a tax liability, the amount .66ADSP = $57,864

ized on the sale to P of P’s recently purchased &f the tax liability itself may be a function ADSP = $87,672.72

stock is calculated as follows: The total amount regf the size of the deemed sale tax conse- (i) Because ADSP for T ($87,672.72) does not

alized (without regard to selling costs) is $1,000 s ceed the fair market value of T's asset ($100,000),

(500 + 225 + 275). The percentage of T stock bguen_ces‘_ Thus, these determmatlons m§§/CIass V asset, T's entire ADSP is allocated to that

value on the acquisition date attributable to the rd:€quire trial and error CompUtat'OnS: ~ asset. Thus, T's deemed sale results in $37,272.72

cently purchased T stock is 50% (1,000/(1,250 + (f) Other rules apply in determining of taxable income (consisting of $29,600 of ordinary

750)). The selling costs are $100 (40 + 35 + 25} ADSP ADSP may not be applied in suchincome and $7,672.72 of capital gain).

The grossed-up amount realized is $1,900 (1,OOO/E§ way as to contravene other applicable (iv) The facts are the same as in paragraph (i) of

-100). . is Example 1 except that on July 1 of Year 1, P
e rules. For example, a capital loss cannd}

(d) Liabilities of old target—(1) In gen- be apolied 1o reguce ordirilar income ipurchases only 80 of the 100 shares of.T stock for

eral. In general, the liabilities of old tar- celcuﬁgting the tax liability on 'i\e deeme(r.%GlO'?OOb Tfhlg grosse(tjl_UIO anpwoumdr?ahtzedk (()g)the

. ale to P of P’s recently purchased T stoc is
get are measured as O.f _the beginning %ale for purposes of determining ADSP. $75,000 ($60,000/.8). Consequently, ADSP and the
the day after the acqws_ltlon dat_e- (Bu (g) Examples The following examples deemed sale tax consequences are the same as in
see §1.338-1(d) (regarding certain tran,ﬁ-I

. . hs (ii) and (iii) of thiExample 1
. e ustrate this section. For purposes of thB2297aP i )
actions on the acquisition date).) In order purp (v) The facts are the same as in paragraph (i) of

to be taken into account in ADSP, a "ab"_examples in this paragraph (g), unlesgs example 1 except that T also has goodwill (a

ity must be a liability of target that iSOtherW|Se St_ated, T is a calendar year taxiass VIl asset) with an appraised value of $10,000.
. . payer that files separate returns and thabe results are the same as in paragraphs (i) and
properly taken into account in amount re

alized under general principles of tax la has no loss, tax credit, or other carryover®) thr:]isflz'xampllf 1 BTcauie :Dgr do(\e/s g
genera’ princip Wo Year 1. Depreciation for Year 1 is nofeed the fair market value of the Class V asset, no
that would apply if old target had sold its . .~ 7.~ amount is allocated to the Class VIl asset (good-
assets to an unrelated person for considdfken into account. T has no liabilities,
. . . .. ._Other than the Federal income tax liabilit [
ation that included the discharge of s I.@Fesulting from the deemed asset sale, a}IIaIHE: t?\rgr#estimiﬁ ?30?550%?,?52 ;st;] ;C;L?éflzsthe
bilities. See 81.1001-2(a). Such liabili

g : JTeNC -the T shareholders have no seIIing costémount realized for the stock determined as if the
ties may include liabilities for the tax

) . elling shareholder(s) were required to use old tar-
: Adssume that T's tax rate for any ordinary ", 9 older(s) 9 o
consequences resulting from the deeme et’s accounting methods and characteristics. On

sale. income or net capital gain re_sulting fromyyly 1 of Year 1, T has liabiliies (not including the
(2) Time and amount of liabilitiesThe the deemed sale of assets is 34 perceast liability for the deemed sale tax consequences)

. . . S i i pf $50,000, cash (a Class | asset) of $10,000, ac-
time for taking into account liabilities of and that any capital loss is offset by capP ¢ )

tal gain. On July 1of Year 1. P purchase@’e'y traded securities (a Class Il asset) with a basis

old target in determining ADSP and the . of $4,000 and a fair market value of $10,000, good-
amount of the liabilities taken into ac-a" of the stock of T and makes a SeCtloﬁvill (a Class VII asset) with a basis of $3,000, and

count is determined as if old target ha 38 election for T. The examples are afe following Class V assets:

sold its assets to an unrelated person fo?”OWS:
p Example 1 One class (i) On July 1 of Year 1,

consideration that included the discharges only asset is an item of section 1245 property
of the liabilities by the unrelated personwith an adjusted basis to T of $50,400, a recomputed

Asset Basis FMV Ratio of asset
FMV to total
Class V FMV
Land ... $ 5,000 $ 35,000 14
Building. . .. ... 10,000 50,000 .20
Equipment A (Recomputed basis $80,000). ... ............ 5,000 90,000 .36
Equipment B (Recomputed basis $20,000). . .. ............ 10,000 75,000 .30
TotalsS . . . $ 30,000 $ 250,000 1.00
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(i) ADSP exceeds $20,000. Thus, $10,000 of ADSR, = (G- (I + 1)) + L+ Ty x [(Il - B)) + portion of ADSP allocable to the Class V assets is fi-
ADSP is allocated to the cash and $10,000 to the (ADSR, - By))] nally determined by taking into account this loss as
actively traded securities. The amount allocated to ADSR, = ($140,000 - ($10,000 + $10,000)) +follows:
an asset (other than a Class VII asset) cannot ex- $50,000 + .34 x [($10,000 - $4,000) + (ADSP
ceed its fair market value (however, the fair market - ($5,000 + $10,000 + $5,000 + $10,000))]
value of any property subject to nonrecourse in- ADSR, = $161,840 + .34 ADSP
debtedness is treated as being not less than the.66 ADSR, = $161,840
amount of such indebtedness; see §1.338-6(a)(2)). ADSR, = $245,212.12
See §1.338-6(c)(1) (relating to fair market value

ADSR, = (G - (I + 1) + L+ Tox [(Il - B,) +
(ADSPR, - B,) + (ADSR,,, - B,,)]

ADSPR, = ($140,000 - ($10,000 + $10,000)) +
$50,000 + .34 x [($10,000 - $4,000) +
(ADSR, - $30,000) + ($0 - $3,000)]

limitation). (iv) Because, under the preliminary calculations ADSR, = $f60'820 + .34 ADSP
(iii) The portion of ADSP allocable to the Class vVof ADSP, the amount to be allocated to the Class |, :gSAES_Rggglgg:g?
assets is preliminarily determined as follows (in thél, Ill, IV, V, and VI assets does not exceed their ag- v U

formula, the amount allocated to the Class | assetsgsegate fair market value, no ADSP amount is allo- (v) The allocation of ADSPamong the Class V
referred to as | and the amount allocated to the Claggted to goodwill. Accordingly, the deemed sale o&ssets is in proportion to their fair market values, as

Il assets as II): the goodwill results in a capital loss of $3,000. Théollows:
Asset ADSP Gain
Land ....ooeeieee e $ 34,113.33 $29,113.33

(capital gain)
BUilding ....ccoovvviiiiiiiiee e 48,733.34 38,733.34
(capital gain)
EqQUIpPMENt A ..o 87,720.00 82,720.00
(75,000 ordinary
income
7,720 capital gain)
EqQUIpPMENt B ......eoeiiiiiiieeceee 73,100.00 63,100.00
(10,000 ordinary
income
53,100 capital gain)
TOaAlS .o $ 243,666.67 $ 213,666.67

Example 3 More than one class (i) The facts asset is its fair market value. Further, because there (v) The amount tentatively allocated to the T1
are the same as ixample 2 except that P pur- are no Class VI assets, the allocable ADSP amoustock, however, reflects the tax incurred on the
chases the T stock for $150,000, rather thafor the Class VIl asset (goodwill) is $8,818.18 (thedeemed sale of the T1 asset equal to $13,169.34 (.34
$140,000. The amount realized for the stock deteexcess of ADSP over the aggregate ADSP amounts($48,733.34 - $10,000)). Thus, the ADSP alloca-

mined as if the selling shareholder(s) were requirefbr the Class I, 11, lll, IV, V and VI assets). ble to the Class V assets of T, and the ADSP alloca-
to use old target’s accounting methods and charac- Example 4. Amount allocated to T1 stock) ble to the T1 stock, as preliminarily calculated, each
teristics is also $150,000. The facts are the same asfixample 2except that T must be reduced by $13,169.34. Consequently,

(i) As in Example 2 ADSP exceeds $20,000. owns all of the T1 stock (instead of the building)these amounts, respectively, are $230,497.33 and
Thus, $10,000 of ADSP is allocated to the cash anghd T1's only asset is the building. The T1 stoc$35,564.00. In determining ADSP for T1, the
$10,000 to the actively traded securities. and the building each have a fair market value cdrossed-up amount realized on the deemed sale to

(iii) The portion of ADSP allocable to the Class V$50,000, and the building has a basis of $10,000. pew T of new T's recently purchased T1 stock is
assets as preliminarily determined under the formulsection 338 election is made for T1 (as well as T}$35,564.00.
set forth in paragraph (iii) oExample 2is and T1 has no liabilities other than the tax liability (vi) The facts are the same as in paragraph (i) of
$260,363.64. The amount allocated to the Class #r the deemed sale tax consequences. T is the coffis Example 4 except that the T1 building has a
assets cannot exceed their aggregate fair markeion parent of a consolidated group filing a finalg12,500 basis and a $62,500 value, all of the out-
value ($250,000). Thus, preliminarily, the ADSPconsolidated return described in §1.338-10(a)(1). standing T1 stock has a $62,500 value, and T owns
amount allocated to Class V assets is $250,000. (i) ADSP exceeds $20,000. Thus, $10,000 080 percent of the T1 stock. In preliminarily calculat-

(iv) Based on the preliminary allocation, theADSP is allocated to the cash and $10,000 to the aing ADSR,, the T1 stock can be disregarded but, be-
ADSP is determined as follows (in the formula, thaively traded securities. cause T owns only 80 percent of the T1 stock, only
amount allocated to the Class | assets is referred to (jjjy Because T does not recognize any gain 080 percent of T1 asset basis and value should be
as |, the amount allocated to the Class Il assets asthe deemed sale of the T1 stock under paragrapéken into account in calculating T's ADSP. By tak-
and the amount allocated to the Class V assets as Yj(2) of this section, appropriate adjustments mustg into account 80 percent of these amounts, the re-

_ _ ) be made to reflect accurately the fair market value ohaining calculations and results are the same as in
AD?:D_SS'Z l:':rl }\;(*'[gxl/u))?") *(V-B the T and T1 assets in determining the allocation gfaragraphs (i), (iii), (iv), and (v) of thExample 4
ADSP = $150,000 + $50,000 + .34 x [($10,000 ADSP among Ts Clqss \% asse_ts (mcludmg the TeExcept that the grossed-up amount realized on Fhe
$4,000) + ($250,000 - $30,000) + (ADSP _stock). In preliminarily calgulatlng ADSPIn this  sale of the recently purchased T1 stock is
($10,000 + $10,000 + $250,000 + $3,000))] case, the T1 stock can be disregarded and, becaus§4®,455.00 ($35,564.00/0.8).

ADSP = $200,000 + .34ADSP - $15,980 owns all of the T1 stock, the T1 asset can be reated () peemed sale of target affiliate
66ADSP = $i84 020 ' as a T asset. Under this assumption, AD$ k(1) S Thi h (h
ADSP = $278 81;3 18 $243,666.67. See paragraph (ivEdample 2 stock—(1) Scope is paragraph (h) pre-

(iv) Because the portion of the preliminary aApspscribes rules relating to the treatment of gain
(v) Because ADSP as determined exceeds the aajfocable to Class V assets ($243,666.67) does not e@f l0ss realized on the deemed sale of stock
gregate fair market value of the Class |, II, Ill, IV, V,ceed their fair market value ($250,000), no amount igf a target affiliate when a section 338 elec-
and VI assets, the $250,000 amount preliminarily akllocated to Class VIl assets for T. Further, ‘hiiion (but not a section 338(h)(10) eIection)
located to the Class V assets is appropriate. Thummount ($243,666.67) is allocated among T’s Class V. .
the amount of ADSP allocated to Class V assetassets in proportion to their fair market values. Selg' mé‘de for the target affiliate. For purposes
equals their aggregate fair market value ($250,000paragraph (v) oExample 2 Tentatively, $48,733.34 Of this paragraph (h), the definition of do-

and the allocated ADSP amount for each Class Wf this amount is allocated to the T1 stock. mestic corporation in §1.338-2(c)(9) is ap-
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plied without the exclusion therein formarket value is contributed or transferredurchase of FT1 and a section 338 election is made
DISCs, corporations described in sectioto a target affiliate as transferred basi®' FT1. Similarly, FT1's deemed purchase of the

. . s . . FT2 stock results in a qualified stock purchase of
1248(e), and corporations to which an elegroperty (within the meaning of section_, . "; section 338 election is made for FT2.

tion under section 936 applies. _ 77(_)1(a_)(43)) and a purpose of su_ch trans- iy T recognizes $125 of gain on the deemed
(2) In general Except as otherwise action is to reduce the gain (or increas&ale of the FT1 stock under paragraph (h)(3) of this
provided in this paragraph (h), if a sectiorthe loss) recognized on the deemed sale giction. FT1 does not recognize $75 of gain on the

338 election is made for target, target resuch target affiliate’s stock, the gain oPe‘;:T‘Ed 561'_9 of ﬂF‘$2':T2 stock Uniezfspaffagraph (ht)h(2)
. . . O IS section. recognizes Or gain on the
ognizes no gain or loss on the deemeldss recognized by target on the deemegl | ="~ " & * e The $125 gain T recog-

sale of stock of a target affiliate havingsale of stock of the target affiliate is detersj,es on the deemed sale of the FT1 stock is in-

the same acquisition date and for which mined as if such asset had not been cogiuded in T's income as a dividend under section

section 338 election is made if— tributed or transferred. 1248, because FT1 and FT2 have sufficient earnings
(i) Target directly owns stock in the tar- (8) Examples The following examples and profits for full recharacterization (350 of accu-

get affiliate satisfying the requirements ofllustrate this paragraph (h): Eigtzgrﬁ?gg'sngs dag:jogtrg;'rtﬁ:?; zln f;gsogfggzmga

section 1504(a)(2); Example 1 (i) P makes a qualified stock pur- ..o earnings and profits in FT2). Section
(i) Target and the target affiliate arechase of T and makes a section 338 election for%‘fSS—g(b). For purposes of sections 901 through

. s T's sole asset, all of the T1 stock, has a basis of $ ) L
- ' ’ h fi | -
members of a consolidated group filing & 4", tair market value of $150. T's deemed pur’ 8, the source and foreign tax credit limitation bas

final consolidated return described inthase of the T1 stock resuits in a qualified stock pui(-et of $25 of the recharacterized gain on the deemed
. ; L sale of the FT1 stock is determined under section
81.338-10(a)(1); or chase of T1 and a section 338 election is made fqj 8(h)(16)

(iii) Target and the target affiliate file aT1l. T1's assets have a basis of $50 and a fair marke
combined return under §1.338-10(a)(4). Value of $150. §1.338-5 Adjusted grossed-up basis.

3) Deemed sale of foreian target affili- (if) T realizes $100 of gain on the deemed sale of
®3) g 9 the T1 stock, but the gain is not recognized because (a) Scope This section provides rules

ate by a d(_)mestic_ targetA domestic tar- 7 girectly owns stock in T1 satisfying the require-ynder section 338(b) to determine the ad-
get recognizes gain or loss on the deemetknts of section 1504(a)(2) and a section 338 e'eﬁ]sted grossed-up basis (AGUB) for tar-
sale of stock of a foreign target affiliatetion is made for T1. _ get. AGUB is the amount for which new
For the proper treatment of such gain or (iii) Tl recognizes gain of $100 on the deemet I’. tis deemed to hav rch d all of
loss, see, e.g., sections 1246, 1248, 12§3¢ o' 'S assets. target is deemed 1o have purchased all 0
, » .0, J ' Example 2 The facts are the same a€iample its assets in the deemed purchase under
et seq and 338(h)(16) and §1.338-9. 1 except that P does not make a section 338 electiaisction 338(a)(2). AGUB is allocated
(4) Deemed sale producing effectivelyor T1. Because a section 338 election is not ma mong target's assets in accordance with
connected incomeA foreign target rec- for T1, the $100 gai.n realizeq by T on the deeme 1.338-6 to determine the price at which
ognizes gain or loss on the deemed sale %€ f the T1 stock is recognized. the ts are deemed to have been pur
tock of a foreign target affiliate to the ex-, —2mPie 3 () P makes a qualified stock pur © assels are deemed 1o have been pur
5 gn targ i - ~"chase of T and makes a section 338 election for T. Ghased. When a subsequent increase or
tent that such gain or loss is eﬁ:eCtlveI%WnS all of the stock of T1 and T2. T's deemed purdecrease with respect to an element of
connected (or treated as effectively corehase of the T1 and T2 stock results in a qualified ~1 5 is required under general princi-
nected) with the conduct of a trade ogtock purchase of T1 and T2 and section 338 e':ﬁles of tax law. redetermined AGUB is al-
business in the United States. tions are made for T1 and T2. T1 and T2 each o Ibcated am n' target’ s in ;
5) Deemed sale of insurance com E;mSO percent of the vote and value of T3 stock. ThedCaled among target's assets In accor-
( o ) p Yeemed purchases by T1 and T2 of the T3 stock relance with §1.338-7.
target affiliate electing under sectiongyitin a qualified stock purchase of T3 and a section (b) Determination of AGUB~(1) Gen-
953(d). A domestic target recognizes gairs3s election is made for T3. Tis the common parent 1 ile AGUB is the sum of—

a consolidated group and all of the deemed asset . ..
(but not loss) on the deemed sale of stock group e oo (i) The grossed-up basis in the purchas-

qh ; ales are reported on the T group’s fi )
of a target affiliate that has in effect arfetum. See §1.338-10(2)(L). ing corporation’s recently purchased tar-

election under section 953(d) In_ an (i) Because T, T1, T2 and T3 are members of get stock;

amount equal to the lesser of the gain repnsolidated group filing a final consolidated return, (i) The purchasing corporation’s basis
allz_ed or the earnings and profits dero gain or loss is recognized by T, T1 or T2 on theif, nonrecently purchased target stock: and
scribed in section 953(d)(4)(B). respective deemed sales of target affiliate stock. (iii) The liabilities of new target.

6) Deemed sale of DISC taraet affili- Example 4 (i) T's sole asset, all of the FT1 stock, ] )
6) 9 has a basis of $25 and a fair market value of $150. (2) Time and amount of AGUB(i)

aFe A fo_relgn or domestic target recoggr; g goje asset, all of the FT2 stock, has a basis @riginal determination AGUB is ini-
nizes galn (bUt not IOSS) On_ the dee_meig75 and a fair market value of $150. FT1 and FTﬁa”y determined at the beginning Of the
sale of stock of a target affiliate that is @ach have $50 of accumulated earnings and profits f fay after the acquisition date of target
DISC or a former DISC (as defined inpurposes of section 1248(c) and (d). FT2's asse%eneral principles of tax law apply in de-
section 992(a)) in an amount equal to thave a pa5|s of $125 and a fair market value qf $150;="°¢ the timi q t of th
lesser of the qain realized or the amouﬁiﬂd their sale would not generate subpart F inconf€rmining the timing and amount of the
9 ) ~-'under section 951. The sale of the FT2 stock or ass@fements of AGUB.
Of_ accumulated DISC income determm_eQ/ould not generate income effectively connected (jj) Redetermination of AGUBAGUB
with respect to such stock under sectiowith the conduct of a trade or business within the. o yatermined at such time and in such
995(c). Such gain is included in gross inUnited States. FT1 does not have an election in effectmOunt as an increase or decrease would
come as a dividend as ; ; dj_nder section 953(d) and neither FT1 nor FT2 is g
provided in sec’ v foreign be required, under general principles of
tions 995(c)(2) and 996(g) passive foreign investment company. € required, under general principies o
\ ) 9)- (i) P makes a qualified stock purchase of T andax law, with respect to an element of
(_7) Antl-stu_fflng rul_e If an asset the makes a section 338 election for T. T's deemed pusGUB. For example, AGUB is redeter-
adjusted basis of which exceeds its faithase of the FT1 stock results in a qualified stock,inad pecause of an increase or decrease
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in the amount paid or incurred for recently (c) Grossed-up basis of recently pur-lection, then for all purposes of the Inter-
purchased stock or nonrecently purchasedhased stock The purchasing corpora-nal Revenue Code—

stock or because liabilities not originallytion’s grossed-up basis of recently pur- (A) The purchasing corporation is
taken into account in determining AGUBchased target stock (as defined in sectiareated as if it sold on the acquisition date
are subsequently taken into account. An ir338(b)(6)(A)) is an amount equal to—  the nonrecently purchased target stock for
crease or decrease to one element of AGUB (1) The purchasing corporation’s basishe basis amount determined under para-
also may cause an increase or decreaseifiorecently purchased target stock at thgraph (d)(3)(ii) of this section; and

another element of AGUB. For example, ibeginning of the day after the acquisition (B) The purchasing corporation’s basis
there is an increase in the amount paid elate determined without regard to the amn the acquisition date in nonrecently pur-
incurred for recently purchased stock aftequisition costs taken into account in paraehased target stock immediately follow-
the acquisition date, any increase in thgraph (c)(3) of this section; ing the deemed sale in paragraph
basis of nonrecently purchased stock be- (2) Multiplied by a fraction, the numer- (d)(3)(i)(A) of this section is the basis
cause a gain recognition election was madgor of which is 100 minus the numbeamount.

is also taken into account when AGUB ishat is the percentage of target stock (by (ii) Basis amount The basis amount is
redetermined. Increases or decreases Wif8lue, determined on the acquisition datedqual to the amount in paragraph (c)(1) of
respect to the elements of AGUB result inittributable to the purchasing corporathis section (the purchasing corporation’s
the reallocation of AGUB among target'stion’s nonrecently purchased target stockasis in recently purchased target stock at

assets under §1.338-7. and the denominator of which is the numthe beginning of the day after the acquisi-
(i) Examples The following examples ber equal to the percentage of target stotkon date determined without regard to the
illustrate this paragraph (b)(2): (by value, determined on the acquisitiomcquisition costs taken into account in

Example 1 InYear 1, T, a manufacturer, purchases glate) attributable to the purchasing corpgaragraph (c)(3) of this section) multi-

customized delivery truck from X with purchase mo”e¥9tion’s recently purchased target stock; plied by a fraction the numerator of which
indebtedness having a stated principal amount o

$100,000 . P acquires all of the stock of T in Year 3for (3) Plus the acquisition costs the puris the percentage of target stock (by value,
$700,000 and makes a section 338 election for T. A€hasing corporation incurred in connecédetermined on the acquisition date) attrib-
sume T has no liabilities other than its purchase mongjon with its purchase of the recently purutable to the purchasing corporation’s
indebtedness to X. In Year 4, when Tis neither insolveth ased stock that are capitalized in theonrecently purchased target stock and
norin a fitle 11 case, Tand X agree to reduce the amoyph i o o, stock (e.g., brokerage conthe denominator of which is 100 percent

of the purchase money indebtedness to $80,000. As-," " M . . .
sume that the reduction would be a purchase price redi¥issions and any similar costs incurredninus the numerator amount. Thus, if

tion under section 108(e)(5). T and X's agreement to r®y the purchasing corporation to acquiréarget has a single class of outstanding
duce the amount of the purchase money indebtedne$re stock). stock, the purchasing corporation’s basis

would, under general principles of tax law that would (d) Basis of nonrecently purchasedn each share of nonrecently purchased

apply if the deemed asset sale had actually occurred . . . . - .
change the amount of liabilities of old target taken int&fOCk’ gain recognition eIeCtle'H(l) No target stock after the gain recognition

account in determining its basis. Accordingly, AGUB igJ@in recognition election In the absence election is equal to the average P”C,e per
redetermined at the time of the reduction. See paragraph a gain recognition election under secshare of the purchasing corporation’s re-
(€)(2) of this section. Thus the purchase price reductiqipn 338(b)(3) and this section, the purcently purchased target stock.

aﬁecﬁ the baSisfogtgf g‘;csk %”'y ing"‘icgé E;hr‘;ughsth?’:hasing corporation retains its basis in the (iii) Losses not recognizednly gains
mechanism O . —0 an . —/. ee
§1.338-4(b)(2)(i)Exampldor the effect onADSP, _nonrecently purchased stock. (unreduced by losses) on the nonrecently

Example 2 T, an accrual basis taxpayer, is a chemical (2) Procedure for making gain recogni- pur_Chased targe_t stock are r_ecognlzeq.
manufacturer. In Year 1, T is obligated to remediate enviion election A gain recognition election  (iv) Stock subject to electioriThe gain
ronmental contamination at the site of one of its plant$nay be made for nonrecently purchase@;-cognition election applies to—

Assume that all the events have occurred that establj - . A) All nonrecentl urchased target
the fact of the liability and the amount of the liability canlglEOCk (.)f targ%eSt (Olr a _targ_et aﬁ”cljatef) Only niat ( |2 d yp 9
be determined with reasonable accuracy but econonft SECHION election is made for targeitock; an

performance has not occurred with respect to the liabili§0r the target affiliate). The gain recogni- (B) Any nonrecently purchased stock in
within the meaning of section 461(h). P acquires all dfion election is made by attaching a gaia target affiliate having the same acquisi-
the stock of Tin Year 1 and makes a section 338 electiggcognition statement to a timely filedtion date as target if such target affiliate
forT. Assume that, if a corporation unrelated to Thad ag 13 ‘8023 for target. The gain recognistock is held by the purchasing corpora-
tually purchased T's assets and assumed T's obligation to . . .
remediate the contamination, the corporation would n§ion Statement must contain the information on such date.

satisfy the economic performance requirements un#ion specified in the form and its instruc- (e) Liabilities of new target-(1) In
Year 5. Under section 461(h), the assumed liabiligions. The gain recognition election isgeneral The liabilities of new target are
would not be treated as incurred and taken into accountiifeyvocable. If a section 338(h)(10) electhe liabilities of target as of the beginning

basis until that time. The_incurrence of the Iiapility ir.]tion is made for target, see §1.338(h)(10)ef the day after the acquisition date (but
Year 5 under the economic performance rules is an

n- . . . .
crease in the amount of liabilities properly taken into aﬂ(d)(l) (_pro‘_"d'”g that_ the purchasingsee §1.338-1(d) (regarding certain trans-
count in basis and results in the redetermination forporation is automatically deemed tactions on the acquisition date)). In order
AGUB. (Respecting ADSP, compare §1.461-4(d)(5nave made a gain recognition election fafo be taken into account in AGUB, a lia-
which provides that economic 'pe'rformance oceurs fqgs nonrecently purchased T stock). bility must be a liability of target that is
old T as the amount of the liability is properly taken into . . . . .
account in amount realized on the deemed asset Sale(3) Effect of gain recognition properly taken into account in basis under
Thus ADSP is not redetermined when new T satisfies tfl€Ction—(i) In general If the purchas- general principles of tax law that would

economic performance requirements.) ing corporation makes a gain recognitiompply if new target had acquired its assets
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from an unrelated person for considera$100,000. T has no loss or tax credit carryovers to (ii) To prevent the shifting of basis from the con-

tion that included discharge of the liabilj-Year 2. T's marginal tax rate for any ordinary incomer‘ibuted property to other assets of T, the Commis-

ties of that unrelated person Such |iabi|i9r net capital gain resulting from the deemed asset sal®ner may allocate $10,800 of the AGUB tg Fhe

. . ST is 34 percent. The 10 shares purchased before Julyahd, leaving $98,000 to be allocated to the building.

ties may include liabilities for the taXof year 1 constitute nonrecently purchased T stocgee paragraph (f) of this section. Otherwise, apply-

consequences resulting from the deemeggh respect to P's qualified stock purchase of T stocing the allocation rules of §1.338—6 would, on these

sale. on July 1 of Year 2. facts, result in an allocation to the recently con-
(2) Time and amount of liabilitiesThe (ii) The ADSP formula as applied to these facts isgributed land of an amount Iegs than its value of

time for taking into account liabilities of the same as in §1.338—-4@ample 1 Accordingly, $10,800, with the difference being allocated to the

. . the ADSP for T is $87,672.72. The existence obuilding already held by T.

old target in determining AGUB and theyonrecently purchased T stock is irrelevant for pur-

amount of the liabilities taken into ac-poses of the ADSP formula, because that formul§1.338—6 Allocation of ADSP and AGUB

count is determined as if new target hatleats P’s nonrecently purchased T stock in the Sa"éﬁnong target assets.

acquired its assets from an unrelated pgpanner as T stock not held by P.

. . . (iii) The total tax liability resulting from T's . .
spn for Conslde_ratFQQ that included thedeemed asset sale, as calculated under the ADSP(a) SCOpe_(l) In general ,Th's section
discharge of its liabilities. formula, is $12,672.72. prescribes rules for allocating ADSP and

(3) Interaction with deemed sale tax (iv) If P does not make a gain recognition elecAGUB among the acquisition date assets
consequences In general, see §1.338tion, the AGUB of new T's assets is $85,172.72, depf a target for which a section 338 elec-
—4(e). Although ADSP and AGUB aretermined as follows (In the following formula i3 is made.

not necessarily linked, if an increase iI%Jelow, GRP is the grossed-up basis in P’s recently (2) Fair market value—(i) In general

. purchased T stock, BNP is P’s basis in nonrecentl¥5 .
the amount realized for recently puryyrchased T stock, L is T's liabilities, and X is PsG€enerally, the fair market value of an

chased stock of target is taken into accquisition costs for the recently purchased T stockpsset is its gross fair market value (i.e.,
count after the acquisition date, and ifthe , - o _ ~oo Bnps L+ x fair market value determined without re-
tax on the deemed sale tax consequences\gug = $60,000 x [(1 - .1)/.8] + $5,000 + gard to mortgages, liens, pledges, or other

is a liability of target, any increase in that $12,672.72+0 liabilities). However, for purposes of de-
liability is also taken into account in rede- AGUB = $85,172.72 termining the amount of old target’'s
termining AGUB. (v) If P makes a gain recognition election, thedeéemed sale tax consequences, the fair
(f) Adjustments by the Internal RevenugGuUB of new T's assets is $87,672.72, determinetnarket value of any property subject to a
Service In connection with the examina-as follows: nonrecourse indebtedness will be treated
_tion of a return, the Commissioner may agus = $60,000 x [(1 - .1)/.8] + $60,000 x [(1 - as being not less than the amount of such
increase (or decrease) AGUB under the  .1)/.8]x [.1/(1 - .1)] + $12,672.72 indebtedness. (For purposes of the pre-
authority of section 338(b)(2) and allocate AGUB = $87,672.72 ceding sentence, a liability that was in-

such amounts to target's assets under theyi) The calculation of AGUB if P makes a gainCUrred because of the acquisition of the
authority of section 338(b)(5) so thatecognition election may be simplified as follows: property is disregarded to the extent that

AGUB and the basis of target's assets . s - 450 000/.8 + $12,672.72 such liability was not taken into account

properly reflect the cost to the purchasing agug = $87,672.72 in determining old target's basis in such
corporation of its interest in target's as- | A it of the gai ion electi property.)
sets. Such items may include distribug, (/") AS & result of the gain recognition election, iy "1 2y <2 otion costs Transaction

. . P’s basis in its nonrecently purchased T stock is in- . )
tions from target to the purchasing CorpOgeased from $5,000 to $7,500 (i.e., $60,000 x [(1COStS are not taken into account in allocat-

ration, capital contributions from the.1)/.8] x [.1/(1 - .1)]). Thus, P recognizes a gain iing ADSP or AGUB to assets in the
purchasing corporation to target duringrear 2 with respect to its nonrecently purchased leemed sale (except indirectly through
the 12-month acquisition period, or acquistock of $2,500 (i.e., $7,500 - $5,000). their effect on the total ADSP or AGUB to

. . E le2 OnJ 1 of Year 1, P purchase
sitions of target stock by the purChaSln%ne-)tﬁrrTc]!poef the ? s?::fryOnoMa?ch 1 of ri(ear 1 T?)e allocated).

corporation after the acquisition date fromyisributes a dividend to all of its shareholders. on (iii) Internal Revenue Service

minority shareholders. See alspril 15 of Year 1, P purchases the remaining Tauthority. In connection with the exami-

81.338-1(d) (regarding certain transacstock and makes a section 338 election for T. In apyation of a return, the Internal Revenue

tions on the acquisition date). propriate circumstances, the Commissioner may d&seryice may challenge the taxpayer’s de-
(g) Examples The following examples ¢'°2>¢ the AGUB of T to take into account the paye, iy avinn of the fair market value of

. . . ment of the dividend and properly reflect the fairt .

illustrate this section. For purposes of thg ket value of T's assets deemed purchased. ~ @ny asset by any appropriate method and

examples in this paragraph (g), T has no Example 3 (i) T's sole asset is a building worth take into account all factors, including

liabilities other than the tax liability for $100,000. At this time, T has 100 shares of stockny lack of adverse tax interests between

the deemed sale tax Consequences,"ﬁi‘:‘”l‘gggs-hgz sAg?'ll{s;t:cLJcolj ;ﬁaéglbgopug:zsj;e@e parties.

shareholders incur no costs in sellmg fch;%f Year 2, P purchases 50 shares of T stock for (b) General rule for.allo.catlng ADSP

T stock, and P incurs no costs in acquiringsp 0oo. on June 15 of Year 2, P contributes a tragd AGUB—(1) Reduction in the amount

the T stock. The examples are as followss land to the capital of T and receives 10 additionadf consideration for Class | asset8oth
Example 1 () Before July 1 of Year 1, P purchasesshares of T stock as a result of the contributionADSP and AGUB, in the respective allo-

10 of the 100 shares of T stock for $5,000. On July Both the basis and fair market value of the land Aation of each. are first reduced by the

of Year 2, P purchases 80 shares of T stock for $60,0@at time are $10,800. On June 30 of Year 2, P pur- '

and makes a section 338 election for T. As of July 1 @fhases the remaining 40 shares of T stock fo@mOunt of Class | assets. .Class I assgts

Year 2, T's only asset is raw land with an adjuste$40,000 and makes a section 338 election for T. TH'€ cash and general deposit accounts (in-

basis to T of $50,400 and a fair market value oAGUB of T is $108,800. cluding savings and checking accounts)
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other than certificates of deposit held inthe non-contingent bond method ofible section 197 intangible resulting from
banks, savings and loan associations, a8d..1275-4(b) or is described inan assumption-reinsurance transaction.
other depository institutions. If the81.988-2(b)(2)(i)(B)2); and (3) Special rule for allocating AGUB
amount of Class | assets exceeds AGUB, (C) Debt instruments convertible intowhen purchasing corporation has nonre-
new target will immediately realize ordi-the stock of the issuer or other property. cently purchased stoek(i) Scope This
nary income in an amount equal to such (iv) Class IV assetsClass IV assets areparagraph (c)(3) applies if at the begin-
excess. The amount of ADSP or AGUBstock in trade of the taxpayer or othening of the day after the acquisition
remaining after the reduction is to be alloproperty of a kind that would properly bedate—
cated to the remaining acquisition date asacluded in the inventory of taxpayer if on (A) The purchasing corporation holds
sets. hand at the close of the taxable year, aronrecently purchased stock for which a
(2) Other assets-(i) In general Sub- property held by the taxpayer primarilygain recognition election under section
ject to the limitations and other rules ofor sale to customers in the ordinaryd38(b)(3) and §1.338-5(d) is not made;

paragraph (c) of this section, ADSP andourse of its trade or business. and

AGUB (as reduced by the amount of (v) Class V assetsClass V assets are (B) The hypothetical purchase price de-
Class | assets) are allocated among Claah assets other than Class |, Il, Ill, IV, VI,termined under paragraph (c)(3)(ii) of this
Il acquisition date assets of target in proand VIl assets. section exceeds the AGUB determined

portion to the fair market values of such (vi) Class VI assets.Class VI assets under §1.338-5(b).

Class Il assets at such time, then amorage all section 197 intangibles, as defined (ii) Determination of hypothetical pur-
Class Ill assets so held in such proportiorin section 197, except goodwill and goinghase price Hypothetical purchase price
then among Class IV assets so held iconcern value. is the AGUB that would result if a gain
such proportion, then among Class V as- (vii) Class VIl assets Class VIl assets recognition election were made.

sets so held in such proportion, theare goodwill and going concern value (iii) Allocation of AGUB Subject to
among Class VI assets so held in sugwhether or not the goodwill or goingthe limitations in paragraphs (c)(1) and
proportion, and finally to Class VIl assetsconcern value qualifies as a section 19(2) of this section, the portion of AGUB
If an asset is described below as includintangible). (after reduction by the amount of Class |
ble in more than one class, then it is in- (3) Other items designated by the Interassets) to be allocated to each Class Il, 11,
cluded in such class with the lower onal Revenue ServiceSimilar items may 1V, V, VI, and VIl asset of target held at
lowest class number (for instance, Classe added to any class described in thike beginning of the day after the acquisi-
Il has a lower class number than Clasparagraph (b) by designation in the Intertion date is determined by multiplying—

V). nal Revenue Bulletin by the Internal Rev- (A) The amount that would be allo-
(ii) Class Il assets Class Il assets areenue Service (see §601.601(d)(2) of thisated to such asset under the general rules
actively traded personal property withinchapter). of this section were AGUB equal to the

the meaning of section 1092(d)(1) and (c) Certain limitations and other rules hypothetical purchase price; by
81.1092(d)-1 (determined without regardor allocation to an asset(1) Allocation (B) A fraction, the numerator of which
to section 1092(d)(3)). In addition, Classiot to exceed fair market valueThe is actual AGUB (after reduction by the
Il assets include certificates of deposiamount of ADSP or AGUB allocated toamount of Class | assets) and the denomi-
and foreign currency even if they are noan asset (other than Class VII assets) camator of which is the hypothetical pur-
actively traded personal property. Classot exceed the fair market value of thathase price (after reduction by the amount
Il assets do not include stock of target afasset at the beginning of the day after thaf Class | assets).
filiates, whether or not of a class that iscquisition date. (4) Liabilities taken into account in de-
actively traded, other than actively traded (2) Allocation subject to other rules termining amount realized on subsequent
stock described in section 1504(a)(4)The amount of ADSP or AGUB allocateddisposition In determining the amount
Examples of Class Il assets include U.S0 an asset is subject to other provisions oéalized on a subsequent sale or other dis-
government securities and publicly tradethe Internal Revenue Code or generglosition of property deemed purchased by
stock. principles of tax law in the same mannenew target, §1.1001-2(a)(3) shall not
(i) Class Il assetsClass Il assets areas if such asset were transferred to or aapply to any liability that was taken into
assets that the taxpayer marks to market@ired from an unrelated person in a saleccount in AGUB.
least annually for Federal income tax purer exchange. For example, if the deemed (d) Examples The following examples
poses and debt instruments (including a@sset sale is a transaction described in séldustrate §81.338—4, 1.338-5, and this
counts receivable). However, Class lltion 1056(a) (relating to basis limitationsection:
assets do not include — for player contracts transferred in connec- Example 1() T owns 90 percent of the outstand-
(A) Debt instruments issued by persontion with the sale of a franchise), thd"d T1 stock. P purchases 100 percent of the out-
Lo tanding T stock for $2,000. There are no acquisi-
_related at thg p_eglnmng of the day followamount of AGUB allocated to a contracfion costs. P makes a section 338 election for T and,
ing the acquisition date to the target unddor the services of an athlete cannot e 4 result, T1 is considered acquired in a qualified
section 267(b) or 707, ceed the limitation imposed by that secstock purchase. A section 338 election is made for
(B) Contingent debt instruments subtion. As another example, sectionl. The grossed-up basis of the T stock is $2,000
ject to 81.1275-4, §1.483-4, or sectiod97(f)(5) applies in determining the(-e. $2,000 x 1/1).

. . . . (ii) The liabilities of T as of the beginning of the
988, unless the instrument is subject tamount of AGUB allocated to an amortlz-day after the acquisition date (including the tax lia-
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bility for the deemed sale tax consequences) th&600 of ADSP and of AGUB is then allocated to ac- Asset Asset Fair

would, under general principles of tax law, properlycounts receivable. $300 of ADSP and of AGUB is Class Market

be taken into account at that time, are as follows: then allocated to the inventory. Since the remaining Value
amount of ADSP and of AGUB is $1,600 (i.e., $3,000

Liabilities (nonrecc')urgc_a.mortgage - ($200 + $300 + $600 + $300)), an amount which ex- | Cash .................. $ 50*
plus unsecured liabilities) . . . .. $ 700 ceeds the sum of the fair market values of T's Class V \ Inventory .............. 200
Taxes Payable ................ —— " “assets, the amount of ADSP and of AGUB allocated to Vi Patent ................. —850
Total ........... .. ... ..... $ 1,000 each Class V asset is its fair market value: Total ................ $ 600
(iiiy The AGUB of T is determined as follows: o *Amount.
Building .................... 800 (xiii) The amount of ADSP and of AGUB alloca-

Grossed-up basis ............. $2,000 Land ... 200 pje o T1's Class IV and VI assets is first reduced by

Total liabilities . .............. 1,000 InvestmentinT1 ............. 450 the $50 of cash.
AGUB .................... $ 3,000 Total

""""""""""" $1,450 (xiv) Because the remaining amount of ADSP
(iv) Assume that ADSP is also $3,000. nd of AGUB ($570) is an amount which exceeds

vii) T has no Class VI assets. The amount o, : ,
(v) Assume that, at the beginning of the day aﬁeAD(SP) and of AGUB allocated to T's Class VI as- ¢ fair market value of T1's only Class IV asset, the

the acquisition date, T's cash and the fair market val . . : ~ inventory, the amount allocated to the inventory is
ets (goodwill and going concern value) is $150, i.e; ) )

ues of T's Class I, llI, IV, and V assets are as fo|.$1 6(5% - $1.450 going ) its fair market value ($200). After that, the remain-

' T _ing amount of ADSP and of AGUB ($370) exceeds

lows: (V"'_) The grossed-up basis of the T1 stock 'She fair market value of T1’s only Class VI asset, the
Asset Asset Fair $500, i.e., $450 x 1/.9. o patent. Thus, the amount of ADSP and of AGUB al-
Class market (ix) The liabilities Of_ Tl as of th.e beg.lnnlng o Jocated to the patent is its fair market value ($350).
value rhi_lc_iayfafter: tr:je acql,(leSItl(l)n date (including th(; t;lx (xv) The amount of ADSP and of AGUB allo-
iability for the deemed sale tax consequences) t , . :
| Cash ERERE RERERRRRRRY $ 200* would, under general principles of tax law, properl;%ﬁirtr? \Eje)ci?;szgn: :s:zt;o(g_]%%cév(\)nll and going
I P?:;fggg 22:5::;22’ ....... 200 be taken into account at that time, are as follows: "£2 016 5 i) Assume that the facts are the same
I Accounts receivable . . . .. 600  General Liabilities ............ $ 100 as inExample lexcept that P has, for five years,
Y IVeNntory . ............. 300 TaxesPayable................ ____ 200wned 20 percent of T's stock, which has a basis in
v Building .. ............. 800 Total ..o $ 120 P’s hands at the beginning of the day after the acqui-
v Land . 200 ) ) sition date of $100, and P purchases the remaining
v Investmentin Tt .. ... 450 X The AGUB of T1is determined as follows: 80 percent of T's stock for $1,600. P does not make
Total ................ $T,850 Grossed-up basis of T1 Stock . .. $5002 ge_l_in recognition election under section 338(b).(3)'
Liabilities . . ... (i) Under §1.338-5(c), the grossed-up basis of
*Amount. AGUB " g 620 "ecently purchased T stock is $1,600, i.e., $1,600 x
(vi) Under paragraph (b)(1) of this section, the "~~~ 7 T 1-.2).8.
amount of ADSP and AGUB allocable to T's Class Il,  (xi) Assume that ADSP is also $620. (iii) The AGUB of T is determined as follows:

IIl, IV, and V assets is reduced by the amount of cash (xii) Assume that at the beginning of the day after
to $2,800, i.e., $3,000 - $200. $300 of ADSP and dhe acquisition date, T1's cash and the fair market
AGUB is then allocated to actively traded securitiesvalues of its Class IV and VI assets are as follows:

Grossed-up basis of recently purchased stock as determined

under §1.338-5(C) ($1,600 X (1 - .2)/.8) . o oo vttt $ 1,600
Basis of nonrecently purchased Stock . . .. ... ... e 100
Liabilities . .. . e 1,000

AGUB e $2,700

(iv) Since P holds nonrecently purchased stock, the hypothetical purchase price of the T stock must be computed and isedefiataviised

Grossed-up basis of recently purchased stock as determined

under 81.338-5(c) ($1,600 X (1 -.2)/.8) . ..ottt $ 1,600
Basis of nonrecently purchased stock as if the gain recognition election

under §1.338-5(d)(2) had been made ($1,600 X .2/(1-.2)) ..\ttt 400
Liabilities . ... e 1,000

Ot . $ 3,000

(v) Since the hypothetical purchase price ($3,00Ghe assets under the general rules of this sectiof$2,700 - $200 = $2,500) and a denominator equal to
exceeds the AGUB ($2,700) and no gain recognitiomhe allocation is set forth in the column below entithe hypothetical purchase price reduced by the
election is made under section 338(b)(3), AGUB is alled Original Allocation Next, the allocation to amount of Class | assets ($3,000 - $200 = $2,800),
located under paragraph (c)(3) of this section. each asset in Class Il through Class VIl is multipliedr 2,500/2,800. This produces tR@al Allocation:

(vi) First, an AGUB amount equal to the hypo-by a fraction having a numerator equal to the actual
thetical purchase price ($3,000) is allocated amongGUB reduced by the amount of Class | assets
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Class Asset Original Final

Allocation Allocation

| Cash ... $ 200 $ 200
Il Portfolio of actively traded securities. . . ... ... 300 268*
Il Accountsreceivable . .......... .. . L 600 536
\ Inventory. . ... 300 268
\Y Building . ........ .. 800 714
\Y Land .. ..o 200 178
Y, Investmentin T1. ............. .. ... .... 450 402
i Goodwill and going concernvalue. .. ........ 150 134

Total. ... $ 3,000 $2,700

* All numbers rounded for convenience.

81.338-7 Allocation of redetermined = Deemed sale tax consequences includgdinciples of section 172 or 1212, as ap-
ADSP and AGUB among target assets. in new target’s return If an election plicable, but is allowed as a deduction
under section 338(h)(10) is not made, angnly to the extent of any recognized in-

(a) Scope ADSP and AGUB are rede- aqditional deemed sale tax consequencesme of old target for such taxable year,
termined at such time and in such amoug¥ od target resulting from an increase oas described in paragraph (c)(2)(i) of this
as an increase or decrease would be gacrease in the ADSP are included in nesection. For this purpose, however, tax-
quired under general principles of tax lawarget's income tax return for new target'sble years of new target are not taken into
for the elements of ADSP or AGUB. Thistaxable year in which the increase or deaccount in applying the limitations in sec-
section provides rules for allocating redecrease is taken into account. For exantion 172(b)(1) or 1212(a)(1)(B) (or other
termined ADSP or AGUB. ple, if after the acquisition date there is asimilar limitations). In applying sections

(b) Allocation of redetermined ADSPincrease in the allocable ADSP of section72(b) and 1212(a)(1), only income, gain,
and AGUB When ADSP or AGUB is re- 1245 property for which the recomputedoss, deduction, credit, and other amounts
determined, a new allocation of ADSP obasis (but not the adjusted basis) exceed§old target are taken into account. Thus,
AGUB is made by allocating the redeterthe portion of the ADSP allocable to thaif old target has an unexpired net operat-
mined ADSP or AGUB amount under theparticular asset on the acquisition dateéng loss at the close of its taxable year in
rules of §1.338-6. If the allocation of thehe additional gain is treated as ordinarwhich the deemed asset sale occurred that
redetermined ADSP or AGUB amountincome to the extent it does not exceedould be carried forward to a subsequent
under 81.338-6 to a given asset is diffesuch excess amount. See paragrapdxable year, such loss may be carried for-
ent from the original allocation to it, the(c)(2)(ii) of this section for the specialward until it is absorbed by old target's in-
difference is added to or subtracted fronreatment of old target's carryovers ang¢ome.
the original allocation to the asset, as agarrybacks. Although included in new (B) Loss carrybacks to taxable years of
propriate. (See paragraph (d) of this se¢arget’s income tax return, the deemedld target An ordinary loss or capital
tion for new target’s treatment of thesale tax consequences are separately #@ss accounted for as a separate item of
amount so allocated.) Amounts allocableounted for as an item of old target andld target under paragraph (c)(2)(i) of this
to an acquisition date asset (or with remay not be offset by income, gain, deducsection may be carried back to a taxable
spect to a disposed—of acquisition datgon, loss, credit, or other amount of newear of old target under the principles of
asset) are subject to all the asset allocatigarget. The amount of tax on income ofection 172 or 1212, as applicable. For
rules (for example, the fair market valueld target resulting from an increase othis purpose, taxable years of new target
limitation in §1.338-6(c)(1)) as if the re-decrease in the ADSP is determined as #re not taken into account in applying the
determined ADSP or AGUB were thesuch deemed sale tax consequences haditations in section 172(b) or 1212(a)
ADSP or AGUB on the acquisition date. been recognized in old target’s taxabl¢or other similar limitations).

(c) Special rules for ADSP—(1) In-year ending at the close of the acquisition (C) Credit carryovers and carrybacks
creases or decreases in deemed sale tdate. However, because the income r&he principles described in paragraphs
consequences taxable notwithstandingulting from the increase or decrease i(t)(2)(ii)(A) and (B) of this section apply
old target ceases to existTo the extent ADSP is reportable in new target's taxto carryovers and carrybacks of amounts
general principles of tax law would re-able year of the increase or decrease, nfotr purposes of determining the amount of
quire a seller in an actual asset sale to aic- old target’s taxable year ending at the credit allowable under part 1V, subchap-
count for events relating to the sale thatlose of the acquisition date, there is not®r A, chapter 1 of the Internal Revenue
occur after the sale date, target must makesulting underpayment of tax in that pastode. Thus, for example, credit carry-
such an accounting. Target is not pretaxable year of old target for purposes afvers of old target may offset only in-
cluded from realizing additional deemedalculation of interest due. come tax attributable to items described
sale tax consequences because the targetii)y Carryovers and carrybacks(A) in paragraph (c)(2)(i) of this section.
is treated as a new corporation after theoss carryovers to new target taxable (3) Procedure for transactions in which
acquisition date. years A net operating loss or net capitakection 338(h)(10) is electedf an elec-

(2) Procedure for transactions in whichloss of old target may be carried forwardion under section 338(h)(10) is made, any
section 338(h)(10) is not electedi) to a taxable year of new target, under thehanges in the deemed sale tax conse-
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guences caused by an increase or decreasé?2) Section 38 property Section  Asset Basis

in the ADSP are accounted for in deterd.47-2(c) applies to a reduction in basis gyiding ($270 x 100/300) . . . . . . . $90
mining the taxable income (or otherof section 38 property under this section.  stock ($270 x 200/300) . ... ..... __180
amount) of the member of the selling con- (e) Examples The following examples Total...............ol $270

solidated group, the selling affiliate, or thellustrate this section. Any amount de- gy No amount is allocated to the Class VII as-
S corporation shareholders to which suckcribed in the following examples is eXsets. New T is a calendar year taxpayer. Assume

income, loss, or other amount is attributelusive of interest.

For rules characterizthat the X stock is a capital asset in the hands of new

able for the taxable year in which such ining deferred contingent payments a$

crease or decrease is taken into account.principal or interest, see §81.483-4

(iii) On January 1, 2001, new T sells the X stock
and uses the proceeds to purchase inventory.

(d) Special rules for AGUB-(1) Effect 1.1274-2(g), and 1.1275-4(c). The ex- (iv) Pursuant to events on June 30, 2002, the

of disposition or depreciation of acquisi-amples are as follows:
tion date assets If an acquisition date

contingent liability of old T is at that time properly

Example 1 (i)(A) T's assets other than goodwill taken into account under general principles of tax

asset has been disposed of depreciaté’ﬂd going concern value, and their fair market valaw. The amount of the liability is $60.

amortized, or de_zpleted by new tgrget b%’ate, are as follows:
fore an amount is added to the original al- _
location to the asset, the increased amount”Sset  Asset Fair

. . Class Market
otherwise allocable to such asset is taken

Value
into account under general principles of o
tax law that apply when part of the cost of v Building ............... $ 100
t not previously taken into accountV Stock of X (not a target) .. 200
an asse P y Total ................ $ 300

in basis is paid or incurred after the asset

ues at the beginning of the day after the acquisition (v) T's AGUB increases by $60 from $270 to

$330. This $60 increase in AGUB is first allocated
among T’s acquisition date assets in accordance with
the provisions of §1.338-6. Because the redeter-
mined AGUB for T ($330) exceeds the sum of the
fair market values at the beginning of the day after
the acquisition date of the Class V acquisition date
assets ($300), AGUB allocated to those assets is lim-
ited to those fair market values under
§1.338-6(c)(1). As there are no Class VI assets, the

has been disposed of, depreciated, amort;_f_B) Thhas no |I(ijabi"tiis othker than a contingemd"'remaining AGUB of $30 is allocated to goodwill
. - . ability that would not be taken into account unde i
tized, or depleted. A similar rule applie Y &nd going concern value (Class VIl assets). The

. eneral principles of tax law in an asset sale betwegfount of increase in AGUB allocated to each ac-
when an amount is subtracted from thgnrelated parties when the buyer assumed the liabduisition date asset is determined as follows:

original allocation to the asset. For purity or took property subject to it.
poses of the preceding sentence, an asseti)(A) On September 1, 2000, P purchases all of
is considered to have been disposed of [lbe outstanding stock of T for $270 and makes a sec-

. . tion 338 election for T. The grossed-up basis of the
the extent that its allocable portion of thel’ stock and T's AGUB are both $270. The AGUB is

decrease in AGUB would reduce its basigtably allocated among T's Class V assets in pro-

below zero. portion to their fair market values as follows:
Asset Original Redetermined Increase
AGUB AGUB
BUIlding . ..o $90 $100 $10
X StOCK .o 180 200 20
Goodwill and going concernvalue .............. ... ... 0 30 30
Total ..o $ 270 $ 330 $ 60

(vi) Since the X stock was disposed of before the (ii) On September 30, 2004, P filed a claimthe basis of the land is reduced by $25 ($250 origi-
contingent liability was properly taken into accountagainst the selling shareholders of T in a court of agal allocation - $225 redetermined allocation). No
for tax purposes, no amount of the increase ipropriate jurisdiction alleging fraud in the sale of theamount is allocated to the Class VII assets. Accord-
AGUB attributable to such stock may be allocated td@ stock. ingly, the basis of the goodwill and going concern
any T asset. Rather, such amount ($20) is allowed (iii) On January 1, 2007, the former shareholdersalue is reduced by $100 ($100 original allocation -
as a capital loss to T for the taxable year 2002 undezfund $140 of the purchase price to P in a settl&0 redetermined allocation).
the principles ofArrowsmith v. CommissioneB44 ment of the lawsuit. Assume that, under general (v) Assume that, as a result of deductions under
U.S. 6 (1952). In addition, the $10 increase imprinciples of tax law, both the seller and the buyesection 168, the adjusted basis of the machinery im-
AGUB allocated to the building and the $30 in-properly take into account such refund when paidnediately before the decrease in AGUB is zero. The
crease in AGUB allocated to the goodwill and goingAssume also that the refund has no effect on the taxachinery is treated as if it were disposed of before
concern value are treated as basis redeterminatidrebility for the deemed sale tax consequences. Ththe decrease is taken into account. In 2007, T recog-
in 2002. See paragraph (d)(1) of this section. refund results in a decrease of T's ADSP and AGUBIizes income of $15, the character of which is deter-

Example 2 (i) On January 1, 2002, P purchase®f $140, from $500 to $360. mined under the principles @rrowsmith v. Com-
all of the outstanding stock of T and makes a section (iv) The redetermined ADSP and AGUB of $360missionerand the tax benefit rule. No adjustment to
338 election for T. Assume that ADSP and AGUBis allocated among T's acquisition date assets. Bé&ie basis of T's assets is made for any tax paid on
of T are both $500 and are allocated among T's acause ADSP and AGUB do not exceed the fair mathis amount. Assume also that, as a result of amorti-
quisition date assets as follows: ket value of the Class V assets, the ADSP angation deductions, the adjusted basis of the goodwill
AGUB amounts are allocated to the Class V asse#d going concern value immediately before the de-

Asset . in proportion to their fair market values at the beginerease in AGUB is $40. A similar adjustment to in-
Class  Asset Basis ning of the day after the acquisition date. Thusgome is made in 2007 with respect to the $60 of pre-
\Y Machinery ............. $150 $135 ($150 x ($360/($150 + $250))) is allocated twiously amortized goodwill and going concern
\V Land ... 250 the machinery and $225 ($250 x ($360/($150 walue.
Vi Goodwill and going $250))) is allocated to the land. Accordingly, the (vi) In summary, the basis of T's acquisition date
concernvalue ......... 100 basis of the machinery is reduced by $15 ($150 origssets, as of January 1, 2007, is as follows:
Total .............. EOO inal allocation - $135 redetermined allocation) and

April 9, 2001 1040 2001-15 L.R.B.



Asset Basis Class Asset Final that the additional consideration paid would not in-
) Allocation crease T's tax liability for the deemed sale tax conse-
Machinery. ................... $0 | Cash ................ $ 200 quences.
Land ....................... 225 Il Portfolio of actively traded (iii) T's AGUB increases by $200, from $2,700 to
Gooawill and going securities . ......... 268*  $2,900. This $200 increase in AGUB is accounted
concernvalue................ 0 Il Accounts receivable . . . . 536  for in accordance with the provisions of
Example 3 (i) Assume that the facts are the same [V Inventory ............ 268 §1.338-6(c)(3)(iii).
as §1.338-6(dExample 2except that the recently \ Building ............. 714 (iv) The hypothetical purchase price of the T
purchased stock is acquired for $1,600 plus addi- Vv Land ................ 178  stock is redetermined as follows:
tional payments that are contingent upon T's future vV InvestmentinT1 ...... 402
earnings. Assume that, under general principles of VIl Goodwill and going
tax law, such later payments are properly taken into concernvalue ......... 134
account when paid. Thus, T's AGUB, determined as Total .................. $ 2,700

of the beginning of the day after the acquisition date
(after reduction by T's cash of $200), is $2,500 and
is allocated among T’s acquisition date assets under (i) At a later point in time, P pays an additional

§1.338-6(c)(3)(iii) as follows: $200 for its recently purchased T stock. Assume

* All numbers rounded for convenience.

Grossed—up basis of recently purchased stock as determined

under §1.338-5(C) ($1,800 X (1-.2)/.8) ..\ttt $ 1,800
Basis of nonrecently purchased stock as if the gain recognition
election under §1.338-5(d)(2) had been made ($1,800 x .2/(1-.2)) ... ...t 450
Liabilities . .. e 1,000
TOtal . $ 3,250

(v) Since the redetermined hypothetical purchase price ($3,250) exceeds the redetermined AGUB ($2,900) and no gainelextignitieers made under sec-
tion 338(b)(3), the rules of §1.338-6(c)(3)(iii) are reapplied using the redetermined hypothetical purchase price arerthieeddeGUB.

(vi) First, an AGUB amount equal to the redetermined hypothetical purchase price ($3,250) is allocated among the adeegemedal ules of §1.338-6. The
allocation is set forth in the column below entittéygbothetical Allocation Next, the allocation to each asset in Class Il through Class VIl is multiplied by a fraction
with a numerator equal to the actual redetermined AGUB reduced by the amount of Class | assets ($2,900 - $200 = $2,@00jnamat@r @qual to the redeter-
mined hypothetical purchase price reduced by the amount of Class | assets ($3,250 - $200 = $3,050), or 2,700/3,050ceBHhisepnoduAllocation

Class Asset Hypothetical Final
Allocation Allocation
I Cash . ... $ 200 $ 200
Il Portfolio of actively traded securities. . . ... ... 300 266*
I} Accountsreceivable . . ....... .. . o L 600 531
v Inventory. . . ... 300 266
\Y, Building . ........ ... 800 708
\% Land . ... . . 200 177
\Y Investmentin T1......................... 450 398
Vil Goodwill and going concernvalue. .. ........ 400 _354
Total. ..o $ 3,250 $ 2900

* All numbers rounded for convenience.

(vii) As illustrated by this example, reapplying §1.338-6(c)(3) results in a basis increase for some assets and a badisrdebszasssets. The amount of re-
determined AGUB allocated to each acquisition date asset is determined as follows:

Asset Original Redetermined Increase
(c)(3) allocation (c)(3) allocation (decrease)
Portfolio of actively traded securities ........................ $ 268 $ 266 $ (2)
Accountsreceivable ....... ... ... 536 531 (5)
INVENIOTY . . 268 266 2)
Building . . ..o 714 708 (6)
Land . .o 178 177 (1)
Investmentin TL .. ... ... e 402 398 (4)
Goodwill and going concernvalue ............ ... .. .. .. .. ... 134 354 220
Total . $ 2,500 $ 2,700 $ 200
Example 4(i) On January 1, 2001, P purchases Asset Assets Fair tingent consideration is $200. ADSP is therefore
all of the outstanding T stock and makes a section Class market $900 ($700 cash plus $200).
338 election for T. P pays $700 of cash and value (iii) (A) The AGUB of $700 is ratably allocated
promises also to pay a maximum $300 of contingent ) among T's Class V acquisition date assets in propor-
consideration at various times in the future. Assume M Eqmpmgnt """"""" $200 tion to their fair market values as follows:
that, under general principles of tax law, such later v Non-actly_ely traded .
payments are properly taken into account by P when securities ........... 100 Asset Basis
paid. Assume also, however, that the current fair v Building ... —>00 Equipment ($700 x 200/800) . . . .. $175.00
market value of the contingent payments is reason- Total ............... 800 Non-actively traded
ably ascertainable. The fair market value of T's as- (ji) T has no liabilities. The AGUB is $700. In securities ($700 x 100/800) ....  87.50
sets (other than goodwill and going concern valu&ja|culating ADSP, assume that, under §1.1001-1, Building ($700 x 500/800) . . . . . . . 437.50
as of the beginning of the following day is as folthe current amount realized attributable to the con-  Total ...................... $700.00

lows:
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(B) No amount is allocated to goodwill or going  (B) The remaining ADSP, $100, is allocated ta2004, there is an increase in new T's AGUB of $120.
concern value. goodwill and going concern value (Class VII). The amount of the increase allocated to each acqui-
(iv) (A) The ADSP of $900 is ratably allocated (v) P and T file a consolidated return for 2001sition date asset is determined as follows:
among T's Class V acquisition date assets in propoand each following year with P as the common par-
tion to their fair market values as follows: ent of the affiliated group.
(vi) In 2004, a contingent amount of $120 is paid

Asset Basis by P. For old T, this payment has no effect on ADSP,
Equipment. . .. ...t $200 because the payment is accounted for as a separate
Non-actively traded securities . . . . 100 transaction. We have assumed that, under general
Building ... 500 principles of tax law, the payment is properly taken
Total . oo $800 into account by P at the time made. Therefore, in
Asset Original Redetermined Increase
AGUB AGUB
EQUIPMENT . . o $175.00 $200.00 $25.00
Land ..o 87.50 100.00 12.50
BUIlAING .« .. 437.50 500.00 62.50
Goodwill and going concernvalue ............ .. ... .. .. .. ... 0.00 20.00 20.00
Total .o $ 700.00 $820.00 $120.00
§81.338-0T through 1.338-7T transaction of old target and the onlyoration reflecting its activities on the ac-
[Removed] transaction reported on the separate requisition date, including target’s deemed

) turn. Except as provided in 81.338-1(dyale. See section 1362(d)(2). For pur-

Par. 4. Sections 1.338-0T throughyegarding certain transactions on the aposes of this return, target is a component
1.338-7T are removed. _ quisition date), any transactions of oldnember of the controlled group of corpo-

Par. 5. Section 1.338-10 is added tp,get occurring on the acquisition dateations including the purchasing corpora-
read as follows: other than the deemed asset sale are iiBn unless target is treated as an excluded
§1.338-10 Filing of returns. cluded in the selling group’s consolidatednember under section 1563(b)(2). _

return. A deemed sale return includes a (4) Combined deemed sale retuii)

(a) Returns including tax liability from combined deemed sale return as defingdeneral rule Under section 338(h)(15),
deemed asset salg1) In general Ex- in paragraph (a)(4) of this section. a combined deemed sale return (com-
cept as provided in paragraphs (a)(2) and (ii) Separate taxable yeaiThe deemed bined return) may be filed for all targets
(3) of this section, any deemed sale taasset sale included in the deemed sale feem a single selling consolidated group
consequences are reported on the final retrn under this paragraph (a)(2) occurs itas defined in §1.338(h)(10)-1(b)(3)) that
turn of old target filed for old target’s tax-a separate taxable year, except that olte acquired by the purchasing corpora-
able year that ends at the close of the atarget’s taxable year of the sale and thion on the same acquisition date and that
quisition date. Paragraphs (a)(2), (3) anconsolidated year of the selling group thattherwise would be required to file sepa-
(4) of this section do not apply to elecincludes the acquisition date are treated aste deemed sale returns. The combined
tions under section 338(h)(10). If old tarthe same year for purposes of determiningturn must include all such targets. For
get is the common parent of an affiliatedhe number of years in a carryover or caexample, T and T1 may be included in a
group, the final return may be a consoliryback period. combined return if—
dated return (any such consolidated return (iii) Carryover and carryback of tax at- (A) T and T1 are directly owned sub-
must also include any deemed sale taxibutes Target's attributes may be carsidiaries of S;
consequences of any members of the coried over to, and carried back from, the (B) S is the common parent of a consol-
solidated group that are acquired by thdeemed sale return under the rules applieated group; and
purchasing corporation on the same a@ble to a corporation that ceases to be a(C) P makes qualified stock purchases
quisition date as old target). member of a consolidated group. of T and T1 on the same acquisition date.

(2) Old target’s final taxable year oth-  (iv) Old target is a component member (ii) Gain and loss offsetsGains and
erwise included in consolidated return ofof purchasing corporation’s controlled losses recognized on the deemed asset sales
selling group—(i) General rule If the group. For purposes of its deemed salby targets included in a combined return are
selling group files a consolidated returmeturn, target is a component member dfeated as the gains and losses of a single
for the period that includes the acquisitionhe controlled group of corporations intarget. In addition, loss carryovers of a tar-
date, old target is disaffiliated from thatcluding the purchasing corporation unlesget that were not subject to the separate re-
group immediately before the deemedarget is treated as an excluded membarrn limitation year restrictions (SRLY re-
asset sale and must file a deemed sale wader section 1563(b)(2). strictions) of the consolidated return
turn separate from the group, which in- (3) Old target is an S corporation|f regulations while that target was a member
cludes only the deemed sale tax conséarget is an S corporation for the perio@f the selling consolidated group may be
guences and the carryover items specifigtiat ends on the day before the acquisiticapplied without limitation to the gains of
in paragraph (a)(2)(iii) of this section.date and a section 338 election (but notather targets included in the combined re-
The deemed asset sale occurs at the clasection 338(h)(10) election) is filed forturn. If, however, a target has loss carry-
of the acquisition date and is the lastarget, old target files a return as a C cowvers that were subject to the SRLY restric-
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tions while that target was a member of theeturn is generally due on the 15th day afonsolidated return. (The amended return

selling consolidated group, the use of thogte third calendar month following theis a deemed sale return.)

losses in the combined return continues tmonth in which the acquisition date oc- (E) Last date for payment of taxf ei-

be subject to those restrictions, applied iours. See section 6072 (time for filing inther a substituted or amended final return

the same manner as if the combined retunome tax returns). of old target is filed under this paragraph

were a consolidated return. A similar rule (ii) Application of §1.1502-76(e}(A) (a)(6)(ii), the last date prescribed for pay-

applies, when appropriate, to other tax atn general Section 1.1502-76(c) appliesment of tax is the final return due date (as

tributes. to old target’s final return if old target wasdefined in paragraph (a)(6)(i) of this sec-
(iii) Procedure for filing a combined re-a member of a selling group that did notion).

turn. Acombined return is made by filingfile consolidated returns for the taxable (7) Examples The following examples

a single corporation income tax return iryear of the common parent that precedefustrate this paragraph (a):

lieu of separate deemed sale returns for dalie year that includes old target’'s acquisi- Example 1(i) S is the common parent of a con-

targets required to be included in the contion date. If the selling group has nogolidated group that includes T. The S group files

bined return. The combined return refiled a consolidated return that incIude%ifé‘%%r é’fi;;f”lsogdr‘::fe;eg"(;fé"f'?;;hsetocc'sssu‘r’f

ﬂects_ the deem_ed asset _sales of all tqrgeikj tgrggt’s taxable period that ends on the "« om S P makes a section 338 election

required to be included in the combineccquisition date, target may, on or beforg, T and T's deemed asset sale occurs as of the

return. If the targets included in the comthe final return due date (including extenelose of T's acquisition date (June 30).

bined return constitute a single affiliatedsions), either— (i) T is considered disaffiliated for purposes of

group within the meaning of section (1) File a deemed sale return on the aggpo'rting thg dgemed sa}Ie tax consquences_ .Ac'

1504(a), the income tax return is Signedumption that the selling group will file cordingly, T is included in the S group’s consoli-

. . dated return through T’s acquisition date except that
by an officer of the common parent of thathe consolidated return; or the tax liability for the deemed sale tax conse-

group. Otherwise, the return must be (2) File a return for so much of old tar-quences is reported in a separate deemed sale return
signed by an officer of each target inget's taxable period as ends at the close @fT- Provided that T is not treated as an excluded

cluded in the combined return. Ruleshe acquisition date on the assumptioﬁ‘ember und(?r section 1563(b)(2), T is a component
similar to the rules in §1.1502—75(j) apphthat the consolidated return will not b member of P’s controlled group for the taxable year

f f . h bi & the deemed asset sale, and the taxable income
or purposes of preparing the combinegled. bracket amounts available in calculating tax on the

return. The combined return must include (B) Deemed extensiorfFor purposes of deemed sale return must be limited accordingly.

an attachment prominently identified agpplying §1.1502-76(c)(2), an extension (iii) If P purchased the stock of T at 10 a.m. on
an “ELECTION TO FILE ACOMBINED of time to file old target's final return is June 30 of Year 1, the results would be the same.
RETURN UNDER SECTION 338(h) considered to be in effect until the lasP®S Paa9ran" (2)2)() of this section,

» . - . Example 2 The facts are the same ag&xample
(15).” The attachment must— date for making the election under section exceptpthat the S group does not file consorl)idated

(A) Contain the name, address, and eng3s, returns. T must file a separate return for its taxable
ployer identification number of each tar- (C) Erroneous filing of deemed sale reyear ending on June 30 of Year 1, which return in-
get required to be included in the comyr,. If, under this paragraph (a)(6)(ii),cudes the deemed asset sale.
bined return; target files a deemed sale return but the (0) Waiver—(1) Certain additions to

(B) Contain the following declaration selling group does not file a consolidate§@*. An addition to tax or additional
(or a substantially similar declaration):return, target must file a substituted returMount (addition) under subchapter A of
EACH TARGET IDENTIFIED IN THIS for old target not later than the due datghapter 68 of the Internal Revenue Code
ELECTION TO FILE A COMBINED (including extensions) for the return ofarising on or before the last day for mak-
RETURN CONSENTS TO THE FILING the common parent with which old targetd the election under section 338 because
OF ACOMBINED RETURN; would have been included in the consoliof circumstances that would not exist but

(C) For each target, be signed by a petiated return. The substituted return is fdior an election under section 338 is
son who states under penalties of perjurso much of old target's taxable year a¥aived if—
that he or she is authorized to act on bends at the close of the acquisition date. (i) Under the particular statute the addi-
half of such target. Under §1.1502—76(c)(2), the deemed salion is excusable upon a showing of rea-

(iv) Consequences of filing a combinedeturn is not considered a return for pursonable cause; and
return. Each target included in a composes of section 6011 (relating to the gen- (i) Corrective action is taken on or be-
bined return is severally liable for any taxeral requirement of filing a return) if afore the last day.
associated with the combined return. Sexubstituted return must be filed. (2) Notification The Internal Revenue
§1.338-1(b)(3). (D) Erroneous filing of return for regu- Service should be notified at the time of

(5) Deemed sale excluded from purtar tax year. If, under this paragraph correction (e.g., by attaching a statement
chasing corporation’s consolidated re-(a)(6)(ii), target files a return for so muchto a return that constitutes corrective ac-
turn. Old target may not be considered af old target’s regular taxable year as end#n) that the waiver rule of this paragraph
member of any affiliated group that in-at the close of the acquisition date but thé) is being asserted.
cludes the purchasing corporation with reselling group files a consolidated return, (3) Elections or other actions required
spect to its deemed asset sale. target must file an amended return for oltb be specified on a timely filed return

(6) Due date for old target’s final re- target not later than the due date (includi) In general. If paragraph (b)(1) of this
turn—(i) General rule Old target’s final ing extensions) for the selling group’ssection applies or would apply if there
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were an underpayment, any election drecause a timely election under section 338 wamay be made for T if P acquires stock
other action that must be specified on &ade. Instead, old T must file a final return for thgneeting the requirements of section

timely filed return for the taxable periodgfjgo:n%‘:égﬂqggring:?:g120 of Year 1, which Ii504(a)(2) from a selling consolidated

covered by the late filed return described group, a selling affiliate, or the S corpora-
in paragraph (b)(1) of this section is con§1.338-10T [Removed] tion shareholders in a qualified stock pur-
sidered timely if specified on a late-filed chase.

return filed on or before the last day for Par- 6. Section 1.338—10T is removed. (2 Simultaneous joint election require-
making the election under section 338.  Par. 7. Section 1.338(h)(10)-1 is addefhent A section 338(h)(10) election is

(i) New target in purchasing corpora-t0 read as follows: made jointly by P and the selling consoli-
_tlo_n’s Co_nsol|dat_ed r_etur.n If new targ_et §1.338(h)(10)-1 Deemed asset sale anodated group (or the selling affiliate or the
is includible for its first taxable year in aliquidation S corporation shareholders) on Form
consolidated return filed by the affiliated ' 8023 in accordance with the instructions

group of which the purchasing corpora- (a)Scope This section prescribes rulego the form. S corporation shareholders
tion is a member on or before the last dafpr qualification for a section 338(h)(10)who do not sell their stock must also con-
for making the election under section 33&]lection and for making a sectionsent to the election. The section
any election or other action that must b&38(h)(10) election. This section also pre338(h)(10) election must be made not
specified in a timely filed return for newscribes the consequences of such electidater than the 15th day of the 9th month
target’s first taxable year (but which is nofThe rules of this section are in addition t®eginning after the month in which the
specified in the consolidated return) ishe rules of 8§81.338-1 through 1.338-1@cquisition date occurs.

considered timely if specified in anand, in appropriate cases, apply instead of (3) Irrevocability. A section 338(h)(10)
amended return filed on or before suckhe rules of §§1.338-1 through 1.338—10election is irrevocable. If a section
last day, at the place where the consoli- (b) Definitions—(1) Consolidated tar- 338(h)(10) election is made for T, a sec-

dated return was filed. get A consolidated targeis a target that tion 338 election is deemed made for T.
(4) Examples The following examples is a member of a consolidated group (4) Effect of invalid election If a sec-
illustrate this paragraph (b): within the meaning of §1.1502-1(h) ortion 338(h)(10) election for T is not valid,

Example 1 Tis an unaffiliated corporation with the acquisition date and is not the conthe section 338 election for T is also not
atax year ending March 31. At the close of Septemty, 3 narent of the group on that date.  valid.
EfrT?OPOQ(ffrni; E),r:?:?,s“,?gq:i"ofi%fé(;:dpitcﬁse (2) Selling consolidated group. A sell- (d) Certain consequences of section
P makes a section 338 election for T on or befordlg consolidated groups the consoli- 338(h)(10) election For purposes of sub-
June 15 of Year 2, which causes T's taxable year @ated group of which the consolidated tartitle A of the Internal Revenue Code (ex-
end as of the close of September 20 of Year 1. Aget is a member on the acquisition date. cept as provided in §1.338-1(b)(2)), the
ggogmi’; ;g“;”YgrTlilfsxiﬁfOpneg%i:;ggglgnof (3) Selling affiliate; affiliated target A consequences to the parties of making a
Ye;’r 1. Additions to tax for failure to file a return S€NliNg affiliateis a domestic corporation section 338(h)(10) election for T are as
and to pay tax shown on a return will not be imposehat owns on the acquisition date afollows:
if T's return is filed and the tax paid on or beforeamount of stock in a domestic target, (1) P. P is automatically deemed to
June 15 of Year 2. (This waiver applies even if thgyhich amount of stock is described irhave made a gain recognition election for
acquisition date coincides with the last day of T'qqtiony 1504(a)(2), and does not join ifits nonrecently purchased T stock, if any.

former taxable year, i.e., March 31 of Year 2.) Inter-. . . . . L. .
Y ) filing a consolidated return with the tar-The effect of a gain recognition election

szeogeae:]ryeﬂ?sépgggzml:?;rt%fg; 3?Jif3§2ftfoxget. In such case, the target isafili- includes _a_t_axable deemed sale by P on
December 15 of Year 1. A statement indicating thaated target the acquisition date of any nonrecently
the waiver rule of this paragraph is being asserted (4) S corporation target An S corpora- purchased target stock. See §1.338-5(d).
ShoE“'d belattza;hed o Tths return. tncts agiample 10N targetis a target that is an S corporation (2) New T The AGUB for new T's as-
1 :;Tr?]: furtisetin::at ﬁjﬁ”}ea(?g;f thxemcnal\[::ndé{mmediately before the acquisition date. ~sets is determined under §1.338-5 and is
year by filing, on or before June 15 of Year 2, its first (5) S corporation shareholdersS cor- allocated among the acquisition date as-
return (for the period beginning on September 21 ghoration shareholderare the S corpora- sets under 881.338-6 and 1.338-7.
Year 1 and ending on December 31 of Year 1) indtion target’s shareholders. Unless otheMotwithstanding paragraph (d)(4) of this
gi‘tégg tlhgtla CAa'e”gj‘.tr. ye"’t‘r t's Chose”'t ie\}?/ise indicated, a reference to Section (deemed liquidation of old T),
Scr'ibed_in(tgi(s)r;ar;gr:phI('t(,))ntf]a? a?;(sgrbae?ﬁ:esof?ﬁgrporation shareholders refers both to 8ew T remains liable for the tax liabilities
late filing of a return for the period ending on De-cOrporation shareholders who do andf old T (including the tax liability for the
cember 31 of Year 1 are waived, because they athose who do not sell their target stock. deemed sale tax consequences). For ex-
based on circumstances that would not exist but for () | jquidation Any reference in this ample, new T remains liable for the tax i-
the secﬂon 338 fr']ec“ct’”' .'\'Ot;’.V”'thStaf‘dd'”gdtg'ssection to diquidation is treated as a ref- abilities of the members of any consoli-
V,\\,Igrvcir'l5oxe¥:;r ;afduirnrléfesst'onc (;?3 uegserp:)%rence to the transfer described in paraated group that are attributable to taxable
ment runs from that date. graph (d)(4) of this section notwithstandyears in which those corporations and old
Example 3 Assume the same facts aExample ing its ultimate characterization forT joined in the same consolidated return.
2, except that T's former taxable year ends on OctgEgderal income tax purposes. See §1.1502-6(a).
ber 31. Although prior o the election old Thad are- - oy gaction 338(h)(10) election@) In (3) Old T—deemed sate(i) In gen-

turn due on January 15 of Year 2 for its year endin . . . .
October 31 of Yearyl that return need ¥10t be fiiedeneral A section 338(h)(10) electioneral. Old Tis treated as transferring all of
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its assets to an unrelated person in egroup, the selling affiliate, or S corpora-grossed-up amount realized on the sale to
change for consideration that includes thi&on shareholders and ceased to exist. Tireof P’s recently purchased target stock.
discharge of its liabilities in a single transtransfer from old T is characterized forSee §1.338-4(c).
action at the close of the acquisition datEederal income tax purposes in the same (iii) T stock sale Members of the sell-
(but before the deemed liquidation). Semanner as if the parties had actually enng consolidated group (or the selling af-
81.338-1(a) regarding the tax charactergaged in the transactions deemed to occfiliate or S corporation shareholders) rec-
zation of the deemed asset sale. Exceptlascause of this section and taking into acgnize no gain or loss on the sale or
provided in §1.338(h)(10)-1(d)(8) (re-count other transactions that actually oexchange of T stock included in the quali-
garding the installment method), old Tcurred or are deemed to occur. For exanfied stock purchase (although they may
recognizes all of the gain realized on thele, the transfer may be treated as @cognize gain or loss on the T stock in
deemed transfer of its assets in considerdistribution in pursuance of a plan of reorthe deemed liquidation).
tion for the ADSP. ADSP for old T is de-ganization, a distribution in complete can- (6) Nonselling minority shareholders
termined under 81.338-4 and allocatedellation or redemption of all its stock,other than nonselling S corporation
among the acquisition date assets undene of a series of distributions in comshareholders—(i) In general This para-
881.338—-6 and 1.338-7. Old T realizeplete cancellation or redemption of all itggraph (d)(6) describes the treatment of
the deemed sale tax consequences frostock in accordance with a plan of liquishareholders of old T other than the fol-
the deemed asset sale before the closeddtion, or part of a circular flow of cash.lowing: members of the selling consoli-
the acquisition date while old T is a memin most cases, the transfer will be treatedated group, the selling affiliate, S corpo-
ber of the selling consolidated group (oms a distribution in complete liquidation toration shareholders (whether or not they
owned by the selling affiliate or owned bywhich section 336 or 337 applies. sell their stock), and P. For a description
the S corporation shareholders). If Tis an (ii) Tiered targets In the case of par- of the treatment of S corporation share-
affiliated target, or an S corporation tarent-subsidiary chains of corporationdolders, see paragraph (d)(5) of this sec-
get, the principles of 8§81.338-2(c)(10making elections wunder sectiontion. A shareholder to which this para-
and 1.338-10(a)(1), (5), and (6)(i) apply838(h)(10), the deemed liquidation of ayraph (d)(6) applies is called a minority
to the return on which the deemed sale tesubsidiary corporation is considered tshareholder.
consequences are reported. When T is @necede the deemed liquidation of its par- (ii) T stock sale A minority share-
S corporation target, T's S election conent. holder recognizes gain or loss on the
tinues in effect through the close of the (5) Selling consolidated group, sellingshareholder’s sale or exchange of T stock
acquisition date (including the time of theaffiliate, or S corporation shareholders included in the qualified stock purchase.
deemed asset sale and the deemed liqQi} In general If Tis an S corporation tar-  (iii) T stock not acquired A minority
dation) notwithstanding sectionget, S corporation shareholders (whetheshareholder does not recognize gain or
1362(d)(2)(B). Also, when T is an S cor-or not they sell their stock) take th@io loss under this section with respect to
poration target (but not a qualified sub+ata share of the deemed sale tax consshares of T stock retained by the share-
chapter S subsidiary), any direct and indiguences into account under section 13@®lder. The shareholder’s basis and hold-
rect subsidiaries of T which T has electednd increase or decrease their basis inifig period for that T stock is not affected
to treat as qualified subchapter S sulstock under section 1367. Members dby the section 338(h)(10) election.
sidiaries under section 1361(b)(3) remaithe selling consolidated group, the selling (7) Consolidated return of selling con-
gualified subchapter S subsidiariesffiliate, or S corporation shareholders arsolidated group If P acquires T in a qual-
through the close of the acquisition date.treated as if, after the deemed asset saleified stock purchase from a selling con-
(ii) Tiered targets In the case of par- paragraph (d)(3) of this section and beforsolidated group—
ent-subsidiary chains of corporationghe close of the acquisition date, they re- (i) The selling consolidated group must
making elections under sectionceived the assets transferred by old T ifile a consolidated return for the taxable
338(h)(10), the deemed asset sale ofthe transaction described in paragrapperiod that includes the acquisition date;
parent corporation is considered to pred)(4)(i) of this section. In most cases, the (ii) A consolidated return for the selling
cede that of its subsidiary. Sedransfer will be treated as a distribution irconsolidated group for that period may
81.338-3(b)(4)(i). complete liquidation to which section 331not be withdrawn on or after the day that a
(4) OId T and selling consolidated or 332 applies. section 338(h)(10) election is made for T;
group, selling affiliate, or S corporation (i) Basis and holding period of T stockand
shareholders—deemed liquidation; taxot acquired A member of the selling (iii) Permission to discontinue filing
characterizatior—(i) In general Old Tis consolidated group (or the selling affiliateconsolidated returns cannot be granted
treated as if, before the close of the acquor an S corporation shareholder) retaininfpr, and cannot apply to, that period or
sition date, after the deemed asset sale Tnstock is treated as acquiring the stock sany of the immediately preceding taxable
paragraph (d)(3) of this section, and whileetained on the day after the acquisitioperiods during which consolidated returns
old T is a member of the selling consoli-date for its fair market value. The holdingcontinuously have been filed.
dated group (or owned by the selling affilperiod for the retained stock starts on the (8) Availability of the section 453 in-
iate or owned by the S corporation sharetay after the acquisition date. For purstallment methad Solely for purposes of
holders), it transferred all of its assets tposes of this paragraph, the fair marketpplying sections 453, 453A, and 453B,
members of the selling consolidated/alue of all of the T stock equals theand the regulations thereunder (the in-
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stallment method) to determine the consef the Internal Revenue Code that would)(4) of this section, the transactions described in
quences to old T in the deemed asset salet occur if the parties had actually enthis section are treated in the same manner as if they

and to old T (and its shareholders, if relegaged in the transactions deemed to occid 2ctually occurred. Because old T transferred
Substantially all of its assets to S2, and is deemed to

yant) in the deemed liquidation, the rulgsbecause of this section and taking intQ,ye distributed all its remaining assets and gone out
in paragraphs (d)(1) through (7) of thisaccount other transactions that actually existence, the transfer of assets to S2, taking into
section are modified as follows: occurred or are deemed to occur. Seeagcount the related transfers, deemed and actual,

. . however, §1.338-1(b)(2) for certain exdualifies as a reorganization under section
(i) In deemed asset saleOld T is 8 ")) 368(a)(1)(D). Section 361(c)(1) and not section 332

treated as receiving in the deemed ass&gptions to this rule. _ applies to T's deemed liquidation.
Sale new T insta”ment ObligationS, the (e) ExampleST_h(? fo”OWIr]_g examples Examp|e 4 (|) T owns two assets: an active|y
terms of which are identical (except as tdlustrate the provisions of this section:  traded security (Class If) with a fair market value of
the obligor) to P installment obligations Exarﬂ\pl;aﬂ:: (|)t81kov¥r_1rslall Zf_:ge Tsitgclfhand chl|00 and) an re:djufst‘ed balfis of I$100f, ;n(c)joinvzntory
; ; owns all of the stock o an . Is the com(Class V) with a fair market value of $100 and an
issued in exchange for recently purc_has_eﬁén parent of a consolidated group that includes Rdjusted basis of $100. T has no liabilities. S is ne-
stock of T. Old Tis treated as receiving ifry, and T2. P makes a qualified stock purchase gbtiating to sell all the stock in T to P for $100 cash
cash all other consideration in the deemedl of the T stock from S1. S1 joins with P in makingand contingent consideration. Assume that under
asset sale other than the assumption of, @section 338(h)(10) election for T and for thegenerally applicable tax accounting rules, P’s ad-
taking subject to, old T liabilities. For ex-deemed purchase of T1. A section 338 election jsisted basis in the T stock immediately after the pur-
ample, old T is treated as receiving ift® Made for 2. o chase would be $100, because the contingent con-
. (i) S1 does not recognize gain or loss on the sakideration is not taken into account. Thus, under the
cash any amounts attributable to th@f the T stock and T does not recognize gain or logsiles of §1.338-5, AGUB would be $100. Under the
grossing-up of amount realized undegn the sale of the T1 stock because sectioalocation rules of §1.338—6, the entire $100 would
81.338-4(c). The amount realized for re338(h)(10) elections are made for T and T1. Thuse allocated to the Class Il asset, the actively traded
cently purchased stock taken into accourf' examplej gain or Ioss. realized on t.he salg of the §ecurity, and no amount Wou]d be a!located to the in-
in determining ADSP is adjusted (andor Tl stock is not taken into account in earnings an_dantory. P however, plans |mmed_|ately to cause T
. . &roﬁts. However, because a section 338 election s sell the inventory, but not the actively traded secu-
thus, ADSP is redEtermmEd) to reflect th ot made for T2, T must recognize any gain or lossty, so it requests that, prior to the stock sale, S
amounts paid under an installment obligaealized on the deemed sale of the T2 stock. Seause T to create a new subsidiary, Newco, and con-
tion for the stock when the total payment8§1.338-4(h). tribute the actively traded security to the capital of
under the installment obligation are (iii) The results would be the same if S1, T, T1Newco. Because the stock in Newco, which would
greateror less tha the amount ealizedt 274 2 31 1t meers o any corsolaten grouss e et Uade, 8 Closs st o e
(i) In deemed liquidation Old T is Example 2 (i) S and T are solvent corporations.to the inventory and no amount of AGUB would be
treated as distributing in the deemed liquis owns all of the outstanding stock of T. S and Rllocated to the Newco stock. Newco's own AGUB,
dation the new T installment obligationsagree to undertake the following transaction: TWi;':potrl:nde;'thT rtUIeds (C;f §1.3?;8—3i”\1/v0u:§1 bi allocatild
o . : istribute half its assets to S, and S will assume h € aclively traded security. en r subsequently
that it is treated as receiving in théjf T's liabilities. Then, P will purchase the stock ofcauses T to sell the inventory, T would realize no
dee_med asse_t sale. The member_s of t &om s. s and P will jointly make a sectiongain or loss instead of realizing gain of $100.
selling consolidated group, the selling afg3g(h)(10) election with respect to the sale of T. (i) Assume that, if the T stock had not itself been
filiate, or the S corporation shareholderghe corporations then complete the transaction asld but T had instead sold both its inventory and the
are treated as receiving in the deemed li@greed. Newco stock to P, T would for tax purposes be
uidation the new T instzgallment Obligationsqg(ii) Under section 338(a), the assets present in @eemed instead to have sold both its inventory and
. . at the close of the acquisition date are deemed saidtively traded security directly to P, with P deemed
th_at correspond to the P I_nStal_Ime_n_t Ob“gt'ay old T to new T. Under paragraph (d)(4) of thighen to have created Newco and contributed the ac-
ations they actually received individuallysection, the transactions described in paragraph (dyely traded security to the capital of Newco. Sec-
in exchange for their recently purchasedf this section are treated in the same manner astion 338, if elected, generally recharacterizes a stock
stock. The new T installment 0b|igati0nghey had actually occurred. Because S and P hadle as a deemed sale of assets. However, paragraph
may be recharacterized under other ru|e§greed that, after T's actual distribution to S of par¢(_i)(9) of this_ section states, in general, th_at no provi-
S f le §1.453-11 2 hi of its assets, S would sell T to P pursuant to an elesion of section 338(h)(10) or the regulations there-
) ee OI’_ eX"_imp e ’ (a)( ) w ICk\ion under section 338(h)(10), and because parander shall produce a Federal income tax result
in certain circumstances, treats the new draph (d)(4) of this section deems T subsequently tonder subtitle A of the Internal Revenue Code that
installment obligations deemed distrib-have transferred all its assets to its shareholder, Tigould not occur if the parties had actually engaged
uted by old T as if they were issued byleemed to have adopted a plan of complete liquidin thg transactions deeme_d to occur by virtue of the
new T in exchange for the stock in old Tion L_mder section 33_2. _T's _actual transfer of assegection 338(h)_(10) election, taking into account
. to S is treated as a distribution pursuant to that plasther transactions that actually occurred or are
owned by members ‘?f the S_?lllng COhSOlI(-)f complete liquidation. deemed to occur. Hence, the deemed sale of assets
dated group, the selling affiliate, or the S gyample 3 (i) S1 owns all of the outstanding under section 338(h)(10) should be treated as one of
corporation shareholders. The membekock of both T and S2. Al three are corporationshe inventory and actively traded security them-
of the selling consolidated group, the sellS1 and P agree to undertake the following transa@elyes, not of the inventory and Newco stock. The
ng affiate, or the S corporation Sharelr, 11 rsfrsbsatalyl of = ssets st tuse e o 909040 foes ot o e
. jabilities to S2, wi issuing no stock in ex-
hOlerS ar_e tr.eated as recelv_lng_ a”_ Oth_écﬁange therefor, and retaining its other assets and $iale of the inventory and the actively traded security
consideration in the deemed liquidation iRjjities. Then, P will purchase the stock of T fromthemselves, not of the inventory and the Newco
cash. S1. S1 and P will jointly make a section 338(h)(10ytock. Otherwise, the anti-abuse rule might apply.
) Tratmentconsistert it an actua e L e e o s
. . . . up, y , which i
asset sale NO. pI‘OVI.SIon In section (i) Under section 338(a), the remaining assetswned by S1. On March 1 of Year 2, S1 sells its T
338(h)(10) or this section shall produce gresent in T at the close of the acquisition date astock to P for $30,000, and joins with P in making a
Federal income tax result under subtitle Aeemed sold by old T to new T. Under paragrapkection 338(h)(10) election for T. There are no selling
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costs or acquisition costs. On March 1 of Year 2, Value. T also has a $40,000 liability. S1 pays old T's (ii) ADSP of $120,000 ($80,000 + $40,000 + 0)
owns land with a $50,000 basis and $75,000 fair maallocable share of the selling group’s consolidated tas allocated to each asset as follows:

ket value and equipment with a $30,000 adjusted basjsljability for Year 2 including the tax liability for the

$70,000 recomputed basis, and $60,000 fair markdeemed sale tax consequences (a total of $13,600).

Assets Basis FMV Fraction Allocable
ADSP
Land .. ... $ 50,000 $ 75,000 5/9 $ 66,667
Equipment . ... 30,000 60,000 4/9 53,333
Total ... $ 80,000 $ 135,000 1 $ 120,000

(ii) Under paragraph (d)(3) of this section, old Tsale results in $16,667 of capital gain on its deeme®l5,000 note (considered issued by new T) and
has gain on the deemed sale of $40,000 (consistisgle of the land. Under paragraph (d)(5)(iii) of thiss75,000 of cash (total consideration of $80,000 paid
of $16,667 of capital gain and $23,333 of ordinaryection, old T does not recognize gain or loss on ifer all the stock sold, which is then divided by .80 in
income). deemed sale of the T1 stock. See section 332.  the grossing-up, with the resulting figure of

(iv) Under paragraph (d)(5)(iii) of this section, (iii) ADSP for T1 is $53,333 (i.e., $53,333 + $0 +$100,000 then reduced by the amount of the install-
S1 recognizes no gain or loss upon its sale of the o&D). On the deemed sale of the equipment, T1 rement note). Absent an election under section
T stock to P. S1 also recognizes no gain or loss upagnizes ordinary income of $23,333. 453(d), gain is reported by old T under the install-
the deemed liquidation of T. See paragraph (d)(4) of (iv) Under paragraph (d)(5)(iii) of this section, ment method.
this section and section 332. S1 does not recognize gain or loss upon its sale of (iii) In applying the installment method to old T's

(v) P’s basis in new T stock is P’s cost for thethe old T stock to P. deemed asset sale, the contract price for old T's as-
stock, $80,000. See section 1012. Example 9 (i) The facts are the same asEr-  sets deemed sold is $100,000, the $110,000 selling

(vi) Under 81.338-5, the AGUB for new T is ample 8,except that P already owns 20 percent oprice reduced by the indebtedness of $10,000 to
$120,000, i.e., P’s cost for the old T stock ($80,000he T stock, which is nonrecently purchased stocwhich the assets are subject. (The $110,000 selling
plus T’s liability ($40,000). This AGUB is allocated with a basis of $6,000, and that P purchases the rgrice is itself the sum of the $80,000 grossed-up in
as basis among the new T assets under §81.338m&ining 80 percent of the T stock from S1 forparagraph (ii) above to $100,000 and the $10,000 li-
and 1.338-7. $64,000. ability.) Gross profit is $75,000 ($110,000 selling

Example 6 (i) The facts are the same asbr- (i) The results are the same asEixample 8ex- price - old T's basis of $35,000). Old T’'s gross
ample 5 except that S1 sells 80 percent of the old Eept that under paragraph (d)(1) of this section angrofit ratio is 0.75 (gross profit of $75,000
stock to P for $64,000, rather than 100 percent of th&l.338-5(d), P is deemed to have made a ga#100,000 contract price). Thus, $56,250 (0.75 x the

old T stock for $80,000. recognition election for its nonrecently purchased $75,000 cash old T is deemed to receive in Year 1) is
(i) The consequences to P, T, and S1 are the samsiwck. As a result, P recognizes gain of $10,000 andear 1 gain attributable to the sale, and $18,750
as inExample 5except that: its basis in the nonrecently purchased T stock is i($75,000 - $56,250) is recovery of basis.

(A) P’s basis for its 80-percent interest in the nevereased from $6,000 to $16,000. P’s basis in all the (iv) In its liquidation, old T is deemed to distrib-

T stock is P’s $64,000 cost for the stock. See sectidn stock is $80,000 (i.e., $64,000 + $16,000). Thete the $25,000 note to B, since B actually sold the
1012. computations are as follows: stock partly for that consideration. To the extent of
(B) Under 81.338-5, the AGUB for new T is  (A) P’s grossed-up basis for the recently purthe remaining liquidating distribution to B, it is
$120,000 (i.e., $64,000/.8 + $40,000 + $0). chased T stock is $64,000 (i.e., $64,000 (the basis déemed to receive, along with A and C, the balance
(C) Under paragraph (d)(4) of this section, Sthe recently purchased T stock) x (1 - .2)/(.8) (thef old T’s liquidating assets in the form of cash.
recognizes no gain or loss with respect to the rdraction in section 338(b)(4))). Under section 453(h), B, unless it makes an election
tained stock in T. See section 332. (B) P’s basis amount for the nonrecently purunder section 453(d), is not required to treat the re-

(D) Under paragraph (d)(5)(ii) of this section, thechased T stock is $16,000 (i.e., $64,000 (theeipt of the note as a payment for the T stock; P’s
basis of the T stock retained by S1 is $16,000 (i.egrossed-up basis in the recently purchased T stockjpayment of the $25,000 note in Year 7 to B is a pay-
$120,000 - $40,000 (the ADSP amount for the old T.2)/(1.0 - .2) (the fraction in section 338(b)(3)(B))).ment for the T stock. Because section 453(h) ap-
assets over the sum of new T's liabilities immedi- (C) The gain recognized on the nonrecently purplies to B, old T's deemed liquidating distribution of
ately after the acquisition date) x .20 (the proportiohased stock is $10,000 (i.e., $16,000 - $6,000). the note is, under section 453B(h), not treated as a
of T stock retained by S1)). Example 10 (i) Tis an S corporation whose soletaxable disposition by old T.

Example 7 (i) The facts are the same asEr-  class of stock is owned 40 percent each by A and B (v) Under section 1366, A reports 40 percent, or
ample 6 except that K, a shareholder unrelated to &nd 20 percent by C. T, A, B, and C all use the ca$$22,500, of old T's $56,250 gain recognized in Year
or P, owns the 20 percent of the T stock that is nahethod of accounting. Aand B each has an adjustdd Under section 1367, this increases A's $10,000
acquired by P in the qualified stock purchase. K'®asis of $10,000 in the stock. C has an adjusteatijusted basis in the T stock to $32,500. Next, in

basis in its T stock is $5,000. basis of $5,000 in the stock. A, B, and C hold no ineld T's deemed liquidation, A is considered to re-
(i) The consequences to P, T, and S1 are the sarsi@llment obligations to which section 453A appliesceive $40,000 for its old T shares, causing it to rec-
as inExample 6 On March 1 of Year 1, A sells its stock to P forognize an additional $7,500 gain in Year 1.

(iii) Under paragraph (d)(6)(iii) of this section, K $40,000 in cash and B sells its stock to P for a (vi) Under section 1366, B reports 40 percent, or
recognizes no gain or loss, and K's basis in its $25,000 note issued by P and real estate having$a2,500, of old T's $56,250 gain recognized in Year 1.
stock remains at $5,000. fair market value of $15,000. The $25,000 note, duender section 1367, this increases B’s $10,000 ad-

Example 8 (i) The facts are the same asEr- in full in Year 7, is not publicly traded and bears adjusted basis in its T stock to $32,500. Next, in old T's
ample 5 except that the equipment is held by T1, @&quate stated interest. A and B have no selling edeemed liquidation, B is considered to receive the
wholly-owned subsidiary of T, and a sectionpenses. T's sole asset is real estate, which has$25,000 note and $15,000 of other consideration. Ap-
338(h)(10) election is also made for T1. The Tlalue of $110,000 and an adjusted basis of $35,000lying section 453, including section 453(h), to the
stock has a fair market value of $60,000. T1 has mdlso, T's real estate is encumbered by long-outdeemed liquidation, B’s selling price and contract
assets other than the equipment and no liabilitiestanding purchase-money indebtedness of $10,008xice are both $40,000. Gross profit is $7,500
S1 pays old T's and old T1's allocable shares of th&he real estate does not have built-in gain subject {840,000 selling price - B’s basis of $32,500). B's
selling group’s consolidated tax liability for Year 2section 1374. A, B, and C join with P in making agross profit ratio is 0.1875 (gross profit of $7,5600
including the tax liability for T and T1’'s deemed salesection 338(h)(10) election for T. $40,000 contract price). Thus, $2,812.50 (0.1875 x
tax consequences. (i) Solely for purposes of application of sections$15,000) is Year 1 gain attributable to the deemed lig-

(if) ADSP for T is $120,000, allocated $66,667 t0453, 453A, and 453B, old T is considered in itwidation. In Year 7, when the $25,000 note is paid, B
the land and $53,333 to the stock. Old T's deemedkemed asset sale to receive back from new T thas $4,687.50 (0.1875 x $25,000) of additional gain.

2001-15 L.R.B. 1047 April 9, 2001



(vii) Under section 1366, C reports 20 percent, oprovided that the S corporation and all of (i) In general.
$11,250, of old T's $56,250 gain recognized in Yeajts shareholders (including nonselling (i) Goodwill or going concern value.

1. Under section 1367, this increases C’s $5,000 a . . .
justed basis in its T stock to $16.250. Next, in ol hareholders) report the tax consequences(iii) Factors indicating goodwill or

T's deemed liquidation, C is considered to receiv€Onsistently with the results under section going concern value.

$20,000 for its old T shares, causing it to recogniz838(h)(10). (3) Examples.

an additional $3,750 gain in Year 1. Finally, under (4) Asymmetrical transfers of assets.
paragraph (d)(5)(ii) of this section, C is considere@1.338(i)—1T [Removed] (5) Related transactions.

to acquire its stock in T on the day after the acquisi-

tion date for $20,000 (fair market value = grossed- Par. 10. Section l.338(i)—lT is re-
up amount realized of $100,000 x 20%). C'’s hold-

(6) More than a single trade or busi-
ness.

ing period in the stock deemed received in new fnoved. . . (7) Covenant entered into by the seller.

begins at that time. Par. 11. Section 1.1060-1 is added t0 (g) partial non-recognition exchanges.
(f) Inapplicability of provisions The read as follows: (c) Allocation of consideration among

provisions of section 6043, 81.331-1(d)g ;g4 9 Special allocation rules for assets under the residual method.

and 81.332-6 (relatlng to |nf0'rmat|on T ertain asset acquisitions. Q) Con5|d_erat|on. _ _

turns and recordkeeping requirements for (2) Allocation of consideration among

corporate liquidations) do not apply to the (a) Scope—(1) In general This section assets.

deemed liquidation of old T under paraprescribes rules relating to the requirements (3) Certain costs.

graph (d)(4) of this section. of section 1060, which, in the case of an ap- (4) Effect of agreement between par-

(9) Required information The Com- plicable asset acquisition, requires the ties.
missioner may exercise the authorityransferor (the seller) and the transferee (the (d) Examples.
granted in section 338(h)(10)(C)(iii) to re-purchaser) each to allocate the considera-(e) Reporting requirements.
quire provision of any information tion paid or received in the transaction (1) Applicable asset acquisitions.
deemed necessary to carry out the provimong the assets transferred in the same(i) In general.
sions of section 338(h)(10) by requiringnanner as amounts are allocated under sec{ii) Time and manner of reporting.
submission of information on any tax retion 338(b)(5) (relating to the allocation of (A) In general.

porting form. adjusted grossed-up basis among the asset$B) Additional reporting requirement.
of the target corporation when a section 338 (2) Transfers of interests in partner-
§1.338(h)(10)-1T [Removed] election is made). In the case of an applica-  ships.

. . ble asset acquisition described in paragraph(b) Applicable asset acquisitien(1)
Par. 8. Section 1.338(h)(10)-1T is re(b)(l) of this section, sellers and purchaseta general An applicable asset acquisi-
moved. . . . must allocate the consideration under thigon is any transfer, whether direct or indi-
Par. 9. Sect.|on 1.338()-1 is added t?esidual method as described in §81.338+&ct, of a group of assets if the assets
read as follows: and 1.338-7 in order to determine, respetransferred constitute a trade or business
§1.338(i)-1 Effective dates. tively, the amount realized from, and then the hands of either the seller or the pur-
basis in, each of the transferred assets. Fdraser and, except as provided in para-
(a) In general The provisions of rules relating to distributions of partnershigraph (b)(8) of this section, the pur-
§81.338-1 through 1.338-7, 1.338-1@roperty or transfers of partnership interestshaser’s basis in the transferred assets is
and 1.338(h)(10)-1 apply to any qualifiedvhich are subject to section 1060(d), segetermined wholly by reference to the
stock purchase occurring after March 15§1.755-2T. purchaser’s consideration.
2001. For rules applicable to qualified (2) Effective date The provisions of  (2) Assets constituting a trade or busi-
stock purchases on or before March 1%his section apply to any asset acquisitioness—(i) In general For purposes of this
2001, see 881.338-1T through 1.338-7Thccurring after March 15, 2001. For rulesection, a group of assets constitutes a
1.338-10T, 1.338(h)(10)-1T andapplicable to asset acquisitions on or berade or business if—
1.338(i)-1T in effect prior to March 16, fore March 15, 2001, see §1.1060—1T in (A) The use of such assets would con-
2001 (see 26 CFR part 1 revised April leffect prior to March 16, 2001 (see 26stitute an active trade or business under
2000). CFR part 1 revised April 1, 2000). section 355; or
(b) Section 338(h)(10) elections for S (3) Outline of topics In order to facili-  (B) Its character is such that goodwill
corporation targets The requirements of tate the use of this section, this paragragr going concern value could under any
§81.338(h)(10)-1T(c)(2) and 1.338(h)a)(3) lists the major paragraphs in thisircumstances attach to such group.

(10)-1(c)(2) that S corporation shareholdsection as follows: (i) Goodwill or going concern value
ers who do not sell their stock must also (a) Scope. Gooduwill is the value of a trade or busi-
consent to an election under section (1) In general. ness attributable to the expectancy of con-
338(h)(10) will not invalidate an other- (2) Effective date. tinued customer patronage. This ex-
wise valid election made on the Septem- (3) Outline of topics. pectancy may be due to the name or
ber 1997 revision of Form 8023, “Elec- (b) Applicable asset acquisition. reputation of a trade or business or any
tions Under Section 338 For Corporations (1) In general. other factor. Going concern value is the
Making Qualified Stock Purchases,” not (2) Assets constituting a trade or busiadditional value that attaches to property
signed by the nonselling shareholders, ness. because of its existence as an integral part
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of an ongoing business activity. Goinguuiring assets of a number of smaller companies and (5) Related transactions Whether the

concern value includes the value attribut1oPes that these assets will collectively allow it t35sets transferred constitute a trade or

able to the ability of a trade or businesdc" @ broad product mix. Pacquires the assets ofg i o s determined by aggregating all
in order to augment its product mix and to promote

(or a part of a trade or business) t0 COfk presence in the microwave industry. P will noffansfers from the seller to the purchaser
tinue functioning or generating incomeuse the assets acquired from S to manufacture nil a series of related transactions. Except
without interruption notwithstanding acrowave connectors. The assets transferred are g provided in paragraph (b)(8) of this
change in ownership. It also includes thgets that constitute a trade or business in the hands@iction, all assets transferred from the
value that is attributable to the immediatd'® Se!le": Thus, P's purchase of S's assets is an ﬁéller to the purchaser in a series of re-
o . plicable asset acquisition. The fact that P will no . . .
use or availability of an acquired trade Ofise the assets acquired from S to continue the butt€d transactions are included in the
business, such as, for example, the use @fss of S does not affect this conclusion. group of assets among which the consid-
the revenues or net earnings that other- Example 2. S, a sole proprietor who operates aration paid or received in such series is
wise would not be received during anyar wash, both leases the building housing the cgfllocated under the residual method. The
period if the acquired trade or busines4ash and selis all of the car wash equipment to Byingiples of §1.338—1(c) are also applied
were not available or operational > use of the building and the car wash equipmenl g0 ining which assets are included
T p t constitute a trade or business. P begins operatmd% g .
(iii) Factors indicating goodwill or car wash in the building it leases from S. Becaud® the group of assets among which the
going concern value In making the de- the assets transferred together with the asset leag@nsideration paid or received is allocated
termination in this paragraph (b)(2), allare assets which constitute a trade or business, Ripider the residual method.
the facts and circumstances surroundinfj"chase of S's assets is an applicable asset acquisig) \More than a single trade or busi-
the transaction are taken into accoun 'r:éxam le 3 S. a corporation. owns a retail store €SS If the assets transferred from a
Whether sufficient consideration is a"a”businesspin State X anpd conducts activities in cors€ller to a purchaser include more than
able to allocate to goodwill or going CoNmection with that business enterprise that meet tH@ne trade or business, then, in applying
cern value after the residual method is apetive trade or business requirement of section 35¢his section, all of the assets transferred
plied is not relevant in determiningP is a minority shareholder of S. S distributes to Ryyhether or not transferred in one transac-
whether goodwill or going concern valug?! 1€ assets of S used in S's retail business in Staiey, 1 5 series of related transactions and
X in complete redemption of P’s stock in S held by .
could attach to a group of assets. Factogs t,c gistribution of S's assets in redemption of pwhether or not part of a trade or business)
to be considered include— stock is treated as a sale or exchange under sectich€ treated as a Single trade or business.
(A) The presence of any intangible as302(a) and 302(b)(3), and P's basis in the assets dis- (7) Covenant entered into by the seller
sets (whether or not those assets are séted to it is determined wholly by reference to)f iy connection with an applicable asset
tion 197 intangibles), provided, however!"® consideration paid, the S stock. Thus, .SSd'S”ﬁchuisition, the seller enters into a
. ution of assets constituting a trade or business to
that the transfer of such an asset in the aQ-, appiicable asset acquisition. covenant (e.g., a covenant not to com-
sence of other assets will not be a trade or gyample 4 s is a manufacturing company withPete) with the purchaser, that covenant is
business for purposes of section 1060; an internal financial bookkeeping department. P ifreated as an asset transferred as part of a
(B) The existence of an excess of th& the business of providing a financial bookkeepingrade or business.
total consideration over the aggregat@Frvice on a contract basis. As part of an agreement gy partig| non-recognition exchanges
book value of the tangible and intangibld®" " 1 Pegin providing financial bookkeeping ser- t i titut licabl
9 g Qices to S, P agrees to buy all of the assets assomaéd ranster may cons I. ute an .app Icable
assets purchased (other than goodwill angih s's internal bookkeeping operations and pro@SSet acquisition notwithstanding the fact
going concern value) as shown in the fivide employment to any of S's bookkeeping departhat no gain or loss is recognized with re-
nancial accounting books and records afient employees who choose to accept a positiagpect to a portion of the group of assets
the purchaser; and with P. I addition to selling P the assets assoc""‘t(‘;fi}zlnsferred. All of the assets transferred,

. . . with its bookkeeping operation, S will enter into a. . "
(C) Related transactions, includin ping op including the non-recognition assets, are

A ,QQng term contract with P for bookkeeping services. . . o
lease agreements, licenses, or other SiNHacause assets transferred from S to P, along witBKeN into account in determining whether
lar agreements between the purchaser amd related contract for bookkeeping services, arethe group of assets constitutes a trade or
seller (or managers, directors, owners, diede or business in the hands of P, the sale of thjysiness. The allocation of consideration
employees of the seller) in connectiof?o°kkeeping assets from S to Pis an applicable assgh der paragraph (c) of this section is done

. acquisition. . . . .
with the transfer. A ical ; ¢ " without taking into account either the
(3) Examples The following examples ( )h sym_metrtl)c_a ttrtans e:_s 0 fggg " non-recognition assets or the amount of
illustrate paragraphs (b)(1) and (2) of thi?ur_C aser s subjec 9 sgc on = money or other property that is treated as
section: (i) Under general principles of tax law,transferred in exchange for the non-recog-
Example 1 S is a high grade machine shop thathe seller is not treated as transferring thgtion assets (together, the non-recogni-
manufactures microwave connectors in limitessame assets as the purchaser is treatedjgg exchange property). The basis in and

quantities. Itis a successful company with a reputgcquiring; gain or loss recognized with respect to the
i s i o (i) The assets acaired by the purnon-recognition exchange propery are
tangible assets consist primarily of ordinary machinchaser constitute a trade or business; angetermined under such rules as would
ery for working metal and plating. It has no secret (jii) Except as provided in paragraphotherwise apply to an exchange of such
formulas or patented drawings of value. Pis a comry)(g8) of this section, the purchaser’sroperty. The amount of the money and
friﬂ?'ct:;;gﬁi'g:g nllawngf]?gt; rf;t:k:}idsr?" :;ﬁ;ti]zldeﬁa&s in the transferred assets is detesther prope.r'ty treated as exchanged for
ate presence in the microwave industry, an area iN€d wholly by reference to the pur-non-recognition assets is the amount by

which it previously has not been engaged. P is a€haser’s consideration. which the fair market value of the non-
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recognition assets transferred by onseller's amount realized for each of the (4) Effect of agreement between parties
party exceeds the fair market value of thassets sold in an applicable asset acqui#i- in connection with an applicable asset
non-recognition assets transferred by thton, the seller allocates consideration tacquisition, the seller and purchaser agree
other (to the extent of the money and thall the assets sold by using the residuah writing as to the allocation of any
fair market value of property transferrednethod under 881.338—6 and 1.338—@mount of consideration to, or as to the fair
in the exchange). The money and othesubstituting consideration for ADSP. Fomarket value of, any of the assets, such
property that are treated as transferred purposes of determining the purchaser’agreement is binding on them to the extent
exchange for the non-recognition assetsasis in each of the assets purchased in provided in this paragraph (c)(4). Nothing
(and which are not included among thapplicable asset acquisition, the purchaser this paragraph (c)(4) restricts the Com-
assets to which section 1060 applies) aadlocates consideration to all the assetsissioner’s authority to challenge the allo-
considered to come from the followingpurchased by using the residual methochtions or values arrived at in an allocation
assets in the following order: first fromunder §81.338—6 and 1.338-7, substituagreement. This paragraph (c)(4) does not
Class | assets, then from Class Il asseisag consideration for AGUB. In allocat- apply if the parties are able to refute the al-
then from Class Il assets, then fromng consideration, the rules set forth idocation or valuation under the standards
Class IV assets, then from Class V assetgaragraphs (c)(3) and (4) of this sectioset forth inCommissioner v. Danielspn
then from Class VI assets, and then frormpply in addition to the rules in378 F.2d 771 (3d Cir.;ert. denied 389
Class VIl assets. For this purpose, liabili§81.338—6 and 1.338-7. U.S. 858 (1967) (a party wishing to chal-
ties assumed (or to which a non-recogni- (3) Certain costs The seller and pur- lenge the tax consequences of an agreement
tion exchange property is subject) arehaser each adjusts the amount allocated construed by the Commissioner must
treated as Class | assets. &ample 1 to an individual asset to take into accountffer proof that, in an action between the
in paragraph (d) of this section for an exthe specific identifiable costs incurred irparties to the agreement, would be admissi-
ample of the application of section 106Qransferring that asset in connection witlble to alter that construction or show its un-
to a single transaction which is, in part, éhe applicable asset acquisition (e.g., reahforceability because of mistake, undue
non-recognition exchange. estate transfer costs or security interestfluence, fraud, duress, etc.).

(c) Allocation of consideration amongperfection costs). Costs so allocated in- (d) Examples The following examples
assets under the residual methed1) crease, or decrease, as appropriate, tilestrate this section:
Consideration The seller’s considerationtotal consideration that is allocated under Example 1 (i) On January 1, 2001, A transfers
is the amount, in the aggregate, realizetthe residual method. No adjustment j&SSéts X, Y, and Zto B in exchange for assets D, E,
from selling the assets in the applicablenade to the amount allocated to an indﬁnd..F plus $1,000 cash. .

) ; . . (i) Assume the exchange of assets constitutes an
asset acquisition under section 1001(byidual asset for general costs associatgchange of like-kind property to which section
The purchaser’s consideration is thevith the applicable asset acquisition as 2031 applies. Assume also that goodwill or going
amount, in the aggregate, of its cost ofvhole or with groups of assets includegoncern value could under any circumstances attach
purchasing the assets in the applicablierein (e.g., non-specific appraisal feel €ach of the DEF and XYZ groups of assets and,
asset acquisition that is properly takewor accounting fees). These latter amoun gerefore, each group constitutes a trade o business
) > . ) N der section 1060.
into account in basis. are taken into account only indirectly iy Assume the fair market values of the assets

(2) Allocation of consideration amongthrough their effect on the total consideraand the amount of money transferred are as follows:
assets For purposes of determining theion to be allocated.

By A By B
Asset Fair Asset Fair
Market Market
Value Value
X $ 400 D $ 40
D 400 E . 30
Z ____ 200 F o 30
Total ... $ 1,000 Cash (amount) .................... ~1,000
Total ... $ 1,100
(iv) Under paragraph (b)(8) of this section, forloss with respect to the disposition of assets D, E, ar@ince Atransferred no Class I, I, Ill, IV, V, or VI as-

purposes of allocating consideration under pard, and the allocation rules of section 1060 and paraets to which section 1060 applies, in determining its
graph (c) of this section, the like-kind assets exgraph (c) of this section are not applied to determinemount realized for the part of the exchange to
changed and any money or other property that aks bases of assets D, E, and F. In addition, $900 efhich section 1031 does not apply, the $100 is allo-
treated as transferred in exchange for the like-kinthe $1,000 cash B gave to Afor A's like-kind assets (X¢ated to Class VII assets (goodwill and going con-
property are excluded from the application of secY, and Z) is treated as transferred in exchange for tleern value).

tion 1060. like-kind property in order to equalize the fair market (ix) B gave A $100 that must be allocated under

(v) Since assets X, Y, and Z are like-kind prop-V aluhe§ of th? ng'I;ind ashsets. ‘llfher_eforef, iQOO of ,th‘?ection 1060 and paragraph (c) of this section. Since
erty, they are excluded from the application of théigzo 'S” exclude | rom the application of the SEctiog o eived from A no Class I, II, IIl, IV, V, or VI as-
section 1060 allocation rules. allocation rules. sets to which section 1060 applies, the $100 consid-

(vi) Since assets D, E, and F are like-kind property, (vii) $100 of the cash is allocated under section 106€ration is allocated by B to Class VIl assets (good-

they are excluded from the application of the sectioﬂnd paragraph (c) of this section. will and going concern value).

1060 allocation rules. Thus, the allocation rules of (viii) A received $100 that must be allocated Example 2 (i) On January 1, 2001, S, a sole pro-
section 1060 do not apply in determining B’s gain ounder section 1060 and paragraph (c) of this sectioprietor, sells to P, a corporation, a group of assets
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that constitutes a trade or business under paragraphudes the first date assets are sold pursua’m'{‘ * kK

(b)(2) of this section. S, who plans to retire immediyq gp applicable asset acquisition. This re- (b) * k ok
ately, also executes in P’s favor a covenant not té . . . L . .
compete. P pays S $3,000 in cash and assum Qrting requirement applies to all asset ac- (4) Coordination with section 338 elec-

$1,000 in liabilities. Thus, the total consideration iFIUisitions described in this section. For reion. * * * If an S corporation makes an
$4,000. porting requirements relating to asseglection under section 338 (without a sec-
(ii) On the purchase date, P and S also executegcquisitions occurring before March 16tion 338(h)(10) election) with respect to a
separate agreement that states that the fair marlga@oj_, as described in paragraph (a)(2) wrget, the target must file a final return as
values of the Class I, Class Ill, Class V, and Clasﬁ,]iS section, see the temporary regulations C - fl . he d d
VI assets S sold to P are as follows: L _ P ry 9 & C corporation reflecting the deeme
under section 1060 in effect prior to Marctsale. See §1.338-10(a). If the target was

Asset Asset Fair 16, 2001 (see 26 CFR part 1 revised Aprin S corporation on the day before the ac-
Class Market L .
Value 1, 2000). N ' . quisition date, the final return as a C cor-
_ (B) Additional reporting requirement poration must reflect the activities of the
: Acwe'y'tt‘raded $ 500 When an increase or decrease in considetarget for the acquisition date, including
securies . ... D <

tion is taken into account after the close ahe deemed sale. See §1.338-10(a)(3).

" AC;OJﬁLSC:Z‘iZ“I,IaB'Ié '''''''''''' jgg the first taxable year that includes the first * * * * *
Total Class il ........ 200 date assets are sold in an applicable assepar. 15. Section 1.1502—-76 is amended
\Y Furniture and fixtures .. .. 800  acquisition, the seller and the purchasejy adding a parenthetical at the end of
Building ............... 800  each must file a supplemental asset acquigiaragraph (b)(1)(ii)(BR) and before the
;Tj?pﬁ{ér{t """"""" 288 tion statement on Form 8594 with the insemicolon to read as follows:
Total Class v/ . 200 COME tax retu'rn or .return qf income for the
VI Covenantnotto compete .. _ g00 taxable year in which the increase (or de81.1502-76 Taxable year of members of
Total Class VI ... .. ... 900 crease) is properly taken into account.  group.

(iii) P and S each allocate the consideration in the (2) Transfers of interests in partner—* * x Kk *x

transaction among the assets transferred under paf{liPS For reporting requirements relating b) * % *

graph (c) of this section in accordance with thd0 the transfer of a partnership interest, ( )* s

agreed upon fair market values of the assets, so thege §1.755-2T(C). (1)

$500 is allocated to Class Il assets, $200 is allocated (i) * **

to the Class Il asset, $2,200 is allocated to Class §1.1060-1T [Removed] (B) * * *

assets, $900 is allocated to Class VI assets, and $200 % % % % %
($4,000 total consideration less $3,800 allocated to Par. 12. Section 1.1060-1T is re- £31 . x ,(rbUt see §1.338-1(d))

assets in Classes I, Ill, V, and VI) is allocated to theyqye(

Class VIl assets (goodwill and going concern value). ' . . PART 602—OMB CONTROL NUM-
(iv) In connection with the examination of P’s re- Par. 13. Section 1.1361-1 is amendegERS UNDER PAPERWORK REDUC-

turn, the Commissioner, in determining the fair mar@S follows: TION ACT

ket values of the assets transferred, may disregard 1. Redesignate paragraph (1)(2)(v) as

the parties’ agreement. Assume that the Commiparagraph (|)(2)(Vi). Par. 16. The aUthority citation for part

sioner correctly determines that the fair market > Add a new paragraph (I)(2)(v). 602 C0nti.nueS to read as follows:

value of the covenant not to compete was $500. The addition reads as follows: Authomy; 26 U.S.C. 7805.

ﬁlins/e theda\l/lfcatior: of cor}fid_eratlilon atmong Ctlastshll, i WS- Par. 17. In §602.101, paragraph (b) is
, 'V, an assets results in allocation up to . . . .

fair market value limitation, the $600 of unanocateg‘fl;lfilzl S corporation defined. amended by removing the entries for

consideration resulting from the Commissioner’s re- §81.338-2T, 1.338-5T, 1.338-10T,

determination of the value of the covenant not to (I) * * * 1.338(h)(10)-1T, and 1.1060-1T from the

compete is allocated to Class VIl assets (goodwill (2) * * * table and adding new entries to the table

and going concern value). (v) Special rule for section 338(h)(10)in numerical order to read as follows:

(e) Reporting requiremenis(1) Applic-  gjections If the shareholders of an S cor- §602.101 OMB Control numbers.
able asset acquisitions(i) In general. 5 4ti0n sell their stock in a transactiorr * * * *
Unless otherwise excluded from this rego \yhich an election is made under sec- (b) * * *

guirement by the C_Zommissio_ner, the sellgfy, 338(h)(10) and §1.338(h)(10)-1, the Robert E. Wenzel,
anpl _the purchaser in an apphcable_ asset 38ceipt of varying amounts per share by Deputy Commissioner
quisition each must report information conyne shareholders will not cause the S cor- of Internal Revenue

cerning the amount of consideration in thf)oration to have more than one class of
transaction and its allocation among the aStock, provided that the varying amounts Approved January 4, 2001.

sets transferred. They also must report inge getermined in arm’s lenath negotia- ,
formation concerning subsequent adjust;ons with the purchaser. g g Jonathan Talisman,

ments to consideration. £k ok ok * i Assistant SecrtT.tary
(ify Time and manner of reportirg(A) Par. 14. Section 1.1361—-4 is amended of the Treasury (Tax Policy).

In general The seller and the purchasep, remoying the last two sentences offied by the Office of the Federal Register on February

each must file asset vaUiSition_ Statemenﬁ%ragraph (b)(4) and adding three ser2, 2001, 8:45 am., and published in the issue of the
on Form 8594, “Asset Allocation State+ances to read as follows: Federal Register for February 13, 2001, 66 F.R. 9925)
ment,” with their income tax returns or re-

turns of income for the taxable year that in81.1361-4 Effect of QSub election.
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CFR part or section where Current OMB
identified and described control No.

103382 . oo 1545-1658
1033855 . o 1545-1658
1033810 . . oot 1545-1658
1.338(N)(L0)-1 . o o et e 1545-1658
% ok ok

LA0B0-1 . . oo oot 1545-1658

* * k* * %

Section 382.—Limitation on Net Section 642.—Special Rules for  month). Table 1 contains the short-term,

Operating Loss Carryforwards Credits and Deductions mid-term, and long-term applicable fed-

and Certain Built-In Losses Federal short-term, mid-term, and Iong-terrrgral rates (Af\FR) tf.or tgz;z(réﬁmfr?ﬁmlh tfor

Following Ownership Change : f Apri urposes ot section orthe nter-
g P g gltes are set forth for the_ month of April 2001. Se?]al Revenue Code. Table 2 contains the

) ) ‘Rev. Rul. 200117, on this page. .

The adjusted applicable federal long-term rate is short-term, mid-term, and long-term ad-

set forth for the month of April 2001. See Rev. Rul. justed applicable federal rates (adjusted

2001-17, on this page. AFR) for the current month for purposes
Section 807.—Rules for Certain  of section 1288(b). Table 3 sets forth the

Reserves adjusted federal long-term rate and the
Section 467.—Certain Payments _ ‘ _ Iong_-term tax-exempt rate de_scrlbed in
The adjusted applicable federal short-term, midgaction 382(f). Table 4 contains the ap-
for the Use of Pr°perty or term, and long-term rates are set forth for the montBrO riate percentaaes for determining the
Services of April 2001. See Rev. Rul. 2001-17, on this page P P A9 ) ning t
low-income housing credit described in
The adjusted applicable federal short-term, mid- section 42(b)(2) for buildings placed in
term, and long-term rates are set forth for the month service during the current month. Finally,
of April 2001. See Rev. Rul. 2001-17, on this page g o ntinn 846.—Discounted Table 5 contains the federal rate for deter-
Unpaid Losses Defined mining the present value of an annuity, an

interest for life or for a term of years, or a

. . The adjusted applicable federal short-term, midramainder or a reversionarv interest for
Section 468.—Special Rules for : _ y
p term, and long-term rates are set forth for the montBurposes of section 7520.

Mining and Solid Waste of April 2001. See Rev. Rul. 2001-17, on this page!
Reclamation and Closing Costs

The adjusted applicable federal short-term, mid-

term, and long-term rates are set forth for the mont§eaction 1274.—Determination
of Aprll 2001. See Rev. Rul. 2001-17, on this pageof Issue Price in the Case of
Certain Debt Instruments Issued

for Property

Section 482.—Allocation of
Income and Deductions Among
Taxpayers

(Also sections 42, 280G, 382, 412, 467, 468, 482,
483, 642, 807, 846, 1288, 7520, 7872.)

Federal short.t it d lonant Federal rates; adjusted federal rates;

ederal snort-term, mia-term, an ong-term, . _

rates are set forth for the month of April 2001. SengUStEd federal Iong term rate, and

Rev. Rul. 2001-17, on this page. the Iong-term_ exempt rate. For pur-
poses of sections 382, 1274, 1288, and
other sections of the Code, tables set forth

the rates for April 2001.

Section 483.—Interest on
Certain Deferred Payments Rev. Rul. 2001-17

The adjusted applicable federal short-term, mid- This revenue ruling provides various
term, and long-term rates are set forth for the montprescribed rates for federal income tax
of April 2001. See Rev. Rul. 2001-17, on this page.purpOses for April 2001 (the current
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REV. RUL. 2001-17 TABLE 1
Applicable Federal Rates (AFR) for April 2001
Period for Compounding
Annual Semiannual Quarterly Monthly
Short-Term
AFR 4.63% 4.58% 4.55% 4.54%
110% AFR 5.10% 5.04% 5.01% 4.99%
120% AFR 5.58% 5.50% 5.46% 5.44%
130% AFR 6.04% 5.95% 5.91% 5.88%
Mid-Term
AFR 4.94% 4.88% 4.85% 4.83%
110% AFR 5.44% 5.37% 5.33% 5.31%
120% AFR 5.95% 5.86% 5.82% 5.79%
130% AFR 6.44% 6.34% 6.29% 6.26%
150% AFR 7.45% 7.32% 7.25% 7.21%
175% AFR 8.72% 8.54% 8.45% 8.39%
Long-Term
AFR 5.43% 5.36% 5.32% 5.30%
110% AFR 5.99% 5.90% 5.86% 5.83%
120% AFR 6.53% 6.43% 6.38% 6.35%
130% AFR 7.09% 6.97% 6.91% 6.87%
REV. RUL. 2001-17 TABLE 2
Adjusted AFR for April 2001
Period for Compounding
Annual Semiannual Quarterly Monthly
Short-term
adjusted AFR 3.37% 3.34% 3.33% 3.32%
Mid-term
adjusted AFR 3.89% 3.85% 3.83% 3.82%
Long-term
adjusted AFR 4.87% 4.81% 4.78% 4.76%
REV. RUL. 2001-17 TABLE 3
Rates Under Section 382 for April 2001
Adjusted federal long-term rate for the current month 4.87%
Long-term tax-exempt rate for ownership changes during the current month (the highest of the
adjusted federal long-term rates for the current month and the prior two months.) 4.92%
REV. RUL. 2001-17 TABLE 4
Appropriate Percentages Under Section 42(b)(2) for April 2001
Appropriate percentage for the 70% present value low-income housing credit 8.21%
Appropriate percentage for the 30% present value low-income housing credit 3.5P%
REV. RUL. 2001-17 TABLE 5
Rate Under Section 7520 for April 2001
Applicable federal rate for determining the present value of an annuity, an interest for life or a
term of years, or a remainder or reversionary interest 6.0%
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Section 1288.—Treatment of Department of Commerce for certain statistical provides a list of information provided to
Original Issue Discounts on Tax- purposes and related activities (temporary). the Social Security Administration (SSA)

Exemnt Obliations D. pursuant to Internal Revenue Code sec-
pt Oblig T.D. 8943 tion 6103(1)(1)(A) or (5) that officers or

The adjusted applicable federal short-term, mIdDEPARTMENT OF THE TREASURY emp|oyees of SSA may disclose to the
term, and long-term rates are set forth for the mon . i ; _
of April 2001. See Rev. Rul. 2001-17, page 1052. Tnternal Revenue Service queau. Pe”Odlca”y’ the disclosure regu
26 CFR Part 301 lations are amended to reflect the chang-

ing needs of the Bureau for data for its

Disclosure of Return Information statutorily authorized statistical activities.
Section 3221.—Rate of Tax to the Bureau of the Census This document adopts temporary regu-
~lations that authorize IRS and SSA per-
Determination of Quarterly Rate AGENCY: Internal Revenue Servicespnnel to disclose the additional items of

of Excise Tax for Railroad (IRS), Treasury. return information that have been re-
Retirement Supplemental ACTION: Temporary regulations. quested by the Secretary of Commerce for
Annuity Program specified purposes related to the LEHD

SUMMARY: This document contains and SIPP projects.

In accordance with directions in sectiofemporary regulations relating to addi- Except for §301.6103(j)(1)-1T
3221(c)of the Railroad Retiremefiax Act tions to the list of items of information (p)(2)(v) and (vi); (b)(3)(xxiii),
(26 U.S.C., 3221(c)), the Railroad Retiredisclosed to the Bureau of the Census fqxxiv), (xxv), (xxvi), (xxvii) and (xxviii);
ment Board has determined that theise  use in the Longitudinal Employer-Houseand (b)(5)(iii) , (iv), and (v); the text of
tax imposed by such section 3221(c) oMold Dynamics (LEHD) project and thethe temporary regulations is the
every employer, with respect to having indiSurvey of Income and Program Participasame as 26 CFR 301.6103(j)(1)-1. The
viduals in his employ, for each work-hourtion (SIPP) project. These regulationghanges made by §301.6103(j)
for which compensation is paid by such enprovide guidance to IRS and Social Secy1)-1T(b)(2)(v) and (vi); (b)(3)(xxiii),
ployer for services rendered to him duringity Administration (SSA) personnel re-(xxiv), (xxv), (xxvi), (xxvii) and (xxviii);
the quarter beginning April 1, 2001, shall béponsible for disclosing the information.and (b)(5)(iii), (iv), and (v); are discussed
at therate of 26 cents. The text of the temporary regulations alsge|ow.

In accordance with directions in sectiorserves as the text of the proposed regula- _ o
15(a) of the Railroad Retirement Actf tions set forth in the notice of proposed=xplanation of Provisions
1974, the Railroad Retirement Board hagllemaking (REG-121109-00) on page gy |etter dated March 27, 2000, the
determined that for the quarter beginning064 of this Bulletin. Secretary of Commerce requested that ad-

April 1, 2001, 38.6 percenf the taxes COl- pareg: Effective Date These regula- ditional items of return information be

lected under sections 3211(b) and 3221(g},\s a1 effective February 13, 2001.  disclosed to the Bureau for purposes re-

of the Railroad Retiremeffx Act shall be ~pjicapility Date For dates of applic- lated to the Longitudinal Employer-

credited to the Railroad RetlrementAccourgb“it% see §301.6103(j)(1)-1T(e) ofHousehold Dynamics (LEHD) project.

and 61.4 percenif the taxes collected ts.ese regulations. The request indicates that the Bureau is
c

under such sections 3211(b) and 3221( ready to begin a joint project with SSA to
plus 100 percentf the taxes collected underFOR FURTHER INFORMATION CON- qy610p data files that contain linked in-

section 3221(dpf the Railroad Retirement TACT: Stuart Murray (202) 622-4580 5 mation, matching selected worker and

Tax Act shall be credited to the Railroad Re(not a toll-free number). employer records for statistical research,
tirement Supplemental Account. Background in order to improve programs at the Bu-
Dated March 12, 2001. reau and SSA. The linked information
By Authority of the Board. Under section 6103(j)(1), upon writtenwill come from the Bureau’s demographic

request from the Secretary of Commercend economic censuses and surveys, the
Beatrice Ezerski, the Secretary is to furnish to the Bureau ddureau’s Standard Statistical Establish-
Secretary to the Board the Census (Bureau) tax return informament List (SSEL), which includes busi-
tion that is prescribed by Treasury regulamress tax information, and SSA's adminis-
March 21, 2001, 8:45 a.m., and published in th”gons for the purpose of, but_only to thetratl\{e recprds. The Bureau_’s com_ponent
issue of the Federal Register for March 22, 2001, 68Xt€Nt necessary in, structuring censuses$ this project, the LEHD project, will en-
F.R. 16073) and national economic accounts and comble the Bureau to conduct studies that are
ducting related statistical activities authointended to improve the quality of the Bu-
rized by law. Section 301.6103(j)(1)-1 ofreau’s core demographic and economic
Section 6103.—Confidentiality the regulations further defines such pureensuses and surveys, which are Bureau
and Disclosure of Returns and poses by reference to 13 U.S.C. Chapterdztivities authorized under 13 U.S.C.
Return Information and provides an itemized description oChapter 5.
the return information authorized to be The Bureau has specifically requested
26 CFR 301.6103(j)(1)-1T: Disclosure of return ~ disclosed for such purposes. Sectiomformation from SSA's Master Earnings
information to officers and employees of the 301.6103(j)(1)-1(b)(5) of the regulationsFile (MEF), which contains information

(Filed by the Office of the Federal Register o
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from IRS Form W-2 and Schedule SEspecified in the request letters and with (a) through (b)(2)(iv)[Reserved]. For
(Form 1040). The IRS information con-the understanding that the informatiorfurther guidance, see 8301.6103(j)
tained in SSAs MEF will permit the Bu- will be used strictly in accordance with(1)-1(a) through (b)(2)(iv).

reau to link employee data with employethe provisions of the Internal Revenue (b)(2)(v) Total Social Security Tax-

data. The Bureau has requested Soci@bde pertaining to confidentiality. able Earnings;

Security Numbers (SSNs) and Employer , (vi) Quarters of Social Security cov-
Identification Numbers (EINS) to link the SPecial Analyses erage.

employee and employer data. It has been determined that this Trea- (0)(3)(i) through (xxii) [Reserved]. For

The Bureau has also requested the disclgury decision is not a significant regu|afurther guidance, see 8301.6103(j)
sure of wages, tips, and other compensati%lry action as defined in Executive Ordef1)—1(0)(3)(i) through (xxii).
and deferred wages from the Form W-2; 5556 Therefore, a regulatory assess- (xxiii) Wages, tips, and other compen-
The Bureau indicated that it wants this der'nent is not required. It also has been dégtion;
tailed earnings record information becausg,mined that section 553(b) of the Ad- (xxiv) Social Security Wages;
it is provided separately for each employet,inistrative Procedure Act (5 U.S.C. (xxv) Deferred wages;
of the employee; it covers all persons Wm&hapter 5) does not apply to these regula- (xxvi) Social Security Tip Income;
wages, including nonfilers and other NONfions, and because no notice of proposed (xxvii) Total Social Security Taxable

covered employees; and it provides SpeCiﬁﬁJlemaking is required, the Regulator;ﬁamings:
information on deferred compensation, Suclt—‘lexibility Act (5 U.S.C. ,chapter 6) does (xxviii) Gross Distributions from Form

as retirement contributions. not apply. Pursuant to section 7805(f) ot099R. )
By letter dated August 2, 2000, the SeGhe |nternal Revenue Code. these tempo_(b)(4) through (b)(5)(ii) [Reserved].
retary of Commerce requested additionq.hry regulations will be sub’mitted to the-or further guidance, see §301.6103(j)

items of information for purposes relatetchiaf Counsel for Advocacy of the sSmall(1)-1(b)(4) through (b)(5)(ii).
to the Bureau's Survey of Income angs siness Administration for comment on (®)(®)(iii) From Form W-2, and related

Program Participation (SIPP) demoyqi, impact on small business. forms and schedules—

graphic survey. This request indicates (A) Social Security Number;

that the Bureau and SSA want to ensur@rafting Information (B) Employer Identification Num-
that the regulations authorize the continu- ber;

ation of a joint project to develop data_ '€ Principal author of these regula-
files that contain linked information from tions is Jamie G. Bernstein, Office of the

the SIPP with information from SSAs Associate Chief Counsel, Procedure &

Master Earnings File. The linkage offdministration (Disclosure & Privacy (E) Deferred wages.

Census survey information on family rel-@w Division) Internal Revenue Service. () Total Social Security Taxable
lationships with SSA's earnings historiedOWever, other personnel from the IRS:5hings,

allows for the study and assessment ¢nd Treasury Department participated in () Quarters of Social Security Cov-

(C) Wages, tips, and other com-
pensation;
(D) Social Security Wages;

welfare and social security/retiremenfhe'rdeve'°p£nint'* . erage.

proposals. Specifically, the Bureau in- *okok ok k

tends to improve the quality of the SIPRAdoption of Amendments to the (b)(6) through(d) [Reserved]. For fur-

by adding a series of projected Primarﬁegulations ther guidance, see 8301.6103())

Insurance Amounts (PIAs) to the public- (1)-1(b)(6) through (d).

use version of each available SIPP. Accordingly, 26 CFR Part 301 is (e) Effective date. This section is ap-
In order to adjust for misreported datamended as follows: plicable to the Bureau of the Census on

related to earnings, employment, and pen- February 13, 2001, through February 13,

sions from the Bureau’s SIPP, the BureaﬁART 301—PROCEDURE AND 2004.

also requested data from Forms W-2 arfAPMINISTRATION
1099R or data derived from these forms. Paragraph 1. The authority citation for

Some _of the information requested fobart 301 is amended by adding an entry in
LEHD is also requested for SIPP, such a§merical order to read as follows:

Robert E. Wenzel,
Deputy Commissioner
of Internal Revenue.

the social security number; employer a,thority: 26 U.S.C. 7805 * * * Approved January 16, 2001.
identification number; wages, tips and ggction 301.6103(j)(1)-1T also issued
other compensation; and deferred wages,nqer 26 U.S.C. 6103(j)(1):* * * Jonathan Talisman,

As provided in the Commissioner of p5. 2 gection 301.6103(j)(1)-1T is Assistant Secretary of the Treasury.
Internal Revenue’s responses to th .
LEHD and SIPP requests cea Setem: " * 100 e e et o n e
ber 25, ZOQO, and _Octoper 27, ZQOO, r§301.61_03(1)(1)—_1T Disclosure of return ¢ "t ioral Register for February 13, 2001, 66
spectively, information will be furnished information to officers and employees of g r. 9957)
under these temporary regulations onlthe Department of Commerce for certain
for the purposes of conducting the LEHDstatistical purposes and related activities
project and/or the SIPP/SSA project agtemporary).
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Section 7520.—Valuation Tables Section 7872.—Treatment of
Loans With Below-Market

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the mont'ntereSt Rates

of April 2001. See Rev. Rul. 2001-17, page 1052. . ) .
p Pag The adjusted applicable federal short-term, mid-

term, and long-term rates are set forth for the month
of April 2001. See Rev. Rul. 2001-17, page 1052.
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Part IV. ltems of General Interest

Notice of Proposed Rulemaking section 6343 of the Internal Revenudhese proposed regulations provide guid-
. . Code (Code). Section 501(b) of the Taxance on the circumstances under which
Return of Property in Certain payer Bill of Rights 2 (TBORZ2), Public levied upon property will be returned by
Cases Law 104-168 (110 Stat. 1452), amendethe IRS and the manner in which a request
section 6343 to authorize the IRS to refor return of property must be made.
REG-101520-97 Propery

turn property in certain cases and, to the The proposed regulations apply to the
AGENCY: Internal Revenue Service®Xt€nt possible, but without payment ofeturn of (1) levied upon money that has
(IRS), Treasury. interest, return the taxpayer to the samgeen applied toward the taxpayer’s liabil-

. position as if the levy had not been |ssueqty, (2) money received from the sale of
ACTION: Notice of proposed rulemak-These proposed regulations reflect thRyied upon property under section 6335
Ng. amendments made by section 501(b) &ff the Code, and (3) levied upon property
SUMMARY: This document contains TBOR2. that the United States has purchased in a
proposed regulations relating to the return 1h€se proposed regulations also reflesale under section 6335 of the Code. This
of property in certain cases. The promodifications made by the Internal Revproperty may be returned if one of the
posed regulations reflect changes made €€ Service Restructuring and Reforraonditions enumerated in paragraph (c) of
section 6343 of the Internal Revenué\ct (RRA 1998), Public Law 105-206 the proposed regulations exists.

Code of 1986 by the Taxpayer Bill of(112 Stat. 685), which added new sec- The regulations also clarify that, other
Rights 2. The proposed regulations alsgons 6331(i) and (j) of the Code, prohibitthan as provided in §301.6343-1(b) and
reflect certain changes affecting levies eriDd the issuance of levies during the pe';baragraph (d) of this section, the IRS, in
acted by the Internal Revenue Service RE€NCy of proceedings for refund ofits discretion, may return levied upon
structuring and Reform Act of 1998. Thefivisible taxes or prior to completion ofproperty in its possession pending sale.
proposed regulations affect taxpayer@n investigation of the status of propertyrhe return of levied upon property in the
seeking the return of property from theffective for unpaid tax attributable to|Rs's possession pending sale is not lim-
IRS. tax periods beginning after December 3%ieq by these proposed regulations. The

o 1998). RRA 1998 also added sectiofrs has the authority to determine what

ADDRESSES: Send submissions togffect (effective for offers-in-compromisepgssession pending sale.

CC:M&SP:RU (REG-101520-97), roomPending on or made after December 31, Under paragraph (c) of the proposed
5226, Internal Revenue Service, POB999, and for installment agreement.s.sul?égulations, the Commissioner may return
7604, Ben Franklin Station, WaShingtonmltted after ‘JUIy 22’ 1998) In addltlon’hivied upon property if one of the follow-

DC 20044. In the alternative, submisth® RRA 1998 added section 6330, whic g conditions exist: (1) the levy was pre-

sions may be hand delivered to_prowdes in certain circumstances for nofnature or otherwise not in accordance

CC:M&S:RU (REG-101520-97), roomtice and an opportunity for a hearing priof ., e administrative procedures of the

5226, Internal Revenue Servicg11 10 the imposition of a levy. IRS; (2) the taxpayer has entered into an
ggnsn:[runon Avenue NW, WaShmgton’Explanation of Provisions agreement uno!er 's.ection 6159 of the Code
. Taxpayers may also submit com- to satisfy the liability for which the levy

ments electronically via the Internet by - geciion 6343(b) provides for the returvas imposed by means of installment
selecting the “Tax Regs” option on they je\ied upon property, including leviedPayments, unless the agreement provides
IRS Home Page, or by submitting comy,,,n money and money received from thetherwise; (3) the return of property will
ments dlre(.:tly to the IRS Internet Slt'e a§a|e of levied upon property, if the prop.faCi”tate collection of the tax |Iabl|lty, or
http://lwww.irs.gov/prod/tax_regs/regslist. erty was wrongfully levied upon. Section(4) the return of property is in the best in-
html. 501(b) of TBOR2 enacted sectiorferest of the taxpayer, as determined by
FOR FURTHER INFORMATION CON- 6343(d) of the Code authorizing the IR$he National Taxpayer Advocate, and in
TACT: Kevin B. ConneIIy at (202) 622- to return levied upon property to the taxthe best interest of the l..Jnl'Fed States, as
3630 (not a toll-free number). payer in certain other prescribed circumdetermined by the Commissioner.
stances. Property returned under new Section 6343(d)(2)(D) authorizes the
section 6343(d) will be returned in accorfeturn of property if it is in the best inter-
dance with section 6343(b) of the Code assts of both the United States and the tax-
if the property had been wrongfully leviedpayer. Therefore, two distinct determina-
This document contains proposedipon, except that no interest will be altions must be made before the
amendments to the Procedure and Admitewed. The provision is designed to perCommissioner may return property based
istration Regulations (26 CFR part 301)nit the IRS, to the extent possible, to reen these grounds. Under the proposed
relating to the return of property undeistore the taxpayer to a pre-levy positiorregulations the Commissioner (or his del-

SUPPLEMENTARY INFORMATION:

Background
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egate) will determine whether the return Property other than money may be redtive Order 12866. Therefore, a regula-
of property is in the best interest of theéurned at any time. Money may be returnetbry assessment is not required. It also
United States. The National Taxpayeany time within 9 months after the date ohas been determined that section 553(b)
Advocate (or his delegate) generally wilthe levy. In addition, when a timely requesbdf the Administrative Procedure Act (5
determine whether the return of propertyor the return of money is filed in accor-U.S.C. chapter 5) does not apply to these
is in the best interest of the taxpayergance with these regulations, or a determiegulations, and because the regulation
however, a finding by the Commissionenation to return an amount of money isloes not impose a collection of informa-
(or his delegate) that the return of propmade before the expiration of the 9-monttion on small entities, the Regulatory
erty is in the best interest of the taxpayeperiod, the money may be returned within &lexibility Act (5 U.S.C. chapter 6) does
as well as the United States, will be suffireasonable period of time after the 9-monthot apply. Pursuant to section 7805(f) of
cient to support the return of propertyperiod if additional time is necessary for inthe Internal Revenue Code, this notice of
Only the National Taxpayer Advocate (owestigation or processing. This will ensur@roposed rulemaking will be submitted to
his delegate) is authorized to determinethat if a timely request has been made, othe Chief Counsel for Advocacy of the
that the return of property is not in thehe IRS timely decides to return money o®mall Business Administration for com-
taxpayer’s best interest. its own initiative, the IRS will have suffi- ment on its impact on small business.
Aqldltlonal_ly,_ the propose_d regulationscient tlme for necessary investigation Ok omments and Requests for a Public
provide that it is in the best interests of thprocessing. Hearing
United States and the taxpayer to releaseUnder the proposed regulations a tax-
levies made in violation of the law. Anypayer may request the return of property by Before these proposed regulations are
property received pursuant to a levy maderiting to the address on the levy form or t@dopted as final regulations, consideration
in violation of the law will be returned un-the Commissioner (marked for the attentiowill be given to any written comments that
less the taxpayer gives permission to thef the Chief, Special Procedures Functiorgre submitted timely (preferably a signed
IRS to keep the property. For example, seof the IRS office in which the levy wasoriginal and eight (8) copies) to the IRS.
tion 6331(k)(2) of the Internal Revenuemade. A written request for the return oflternatively, taxpayers may submit com-
Code of 1986 prohibits levies during the peproperty must include: (1) the name, cuments electronically via the Internet by se-
riod an offer to enter into an installmentent address, and taxpayer identificatiofecting the “Tax Regs” option on the IRS
agreement is pending (and for a 30-day peumber of the taxpayer requesting the rédome Page, or by submitting comments di-
riod after rejection of the offer or while aturn of property; (2) a description of therectly to the IRS Internet site at
timely appeal from the rejection of an offeproperty levied upon; (3) the date of théattp://www.irs.gov/prod/tax_regs/regslist.
to enter into an installment agreement ievy; and (4) the grounds upon which théatml. All comments will be available for
pending) and during the period an installreturn of property is being requested. public inspection and copying. A public
ment agreement is in effect. If property has The Commissioner must consider eachearing may be scheduled if requested in
been received by the IRS as the result oftaxpayer’s request for the return of propwriting by a person that timely submits
levy that is prohibited under sectionerty, determine whether any of the condiwritten comments. If a public hearing is
6331(k)(2), the IRS will return the propertytions authorizing the return of propertyscheduled, notice of the date, time, and
to the taxpayer pursuant to sectiomxist, and decide whether to return thelace for the hearing will be published in
6343(d)(2)(D). It may, however, be advanproperty. The Commissioner also may rethe Federal Register.
tageous for a taxpayer in some circumturn the property based on information re- .
stances to allow the IRS to keep the levieceived from a source other than the tax2rafting Information
upon property and ap[?Iy the pro_ceeds gfz_iygr. Adecision tq retu,rn the pr(_)perty IS The principal author of these regula-
thz;t_ I_evy to the taxpayer’s outstandmg tax liwithin the Commlss_loners (_jlscretlon, UN4ions is Kevin B. Connelly, Office of As-
abilities. These proposed _regulatlons aIIO\Mes_s the levy was in v_|ol_at|on of law, iNgistant Chief Counsel (General Litigation)
the ta>§payer to_g|ve permission to the IR®/hich case the Commissioner must retur@C:EL:GL, IRS. However, other person-
to retain the levied upon property and appl’;he property. o nel from the IRS and Treasury Depart-
the proc_eeds of _thgt_ !evy to the taxpayer’s If the Commlssmn_er returns property_,ment participated in their development.
outstanding tax liabilities. Absent taxpayeand the taxpayer fails to pay the previ- X ok ok ok ok
consent, the IRS is required to return theusly assessed liability for which the levy
levied upon property (or the proceeds if thevas made on the returned property, theroposed Amendments to the
property had been sold) to the taxpayer. Commissioner may administratively col-Regulations
Pursuant to the requirement of sectiotect the liability. Collection may include . .
6343(d) that property to be returned unddevying again on the returned property Accordingly, 26 CFR part 301 is pro-
this provision be treated as if it wereprovided statutory and administrative reP0Sed to be amended as follows:
wrongfully levied upon, the proposed reguguirements are followed. PART 301—PROCEDURE AND
lations also provide t_hat_|f the United Stategpecial Analyses ADMINISTRATION
purchases property, it will be treated as hav-
ing received an amount of money equal to It has been determined that this notice Paragraph 1. The authority citation for
the minimum price determined by theof proposed rulemaking is not a signifipart 301 continues to read in part as fol-
Commissioner before the sale. cant regulatory action as defined in Exedews:
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Authority: 26 U.S.C. 7805 * * * (4) Best interests of the United Stategncumbrancing the house. C requests that an

Par. 2. Section 301.6343-3 is added t@nd the taxpaye+(i) In general The ?hmobukaf monetybeq“f’t" to t(;‘e atmhofgt seized ffcl’”:
. : ! € Dbank account be returned so thal can complete
read as follows: taxpayer or the National Taxpayer Advoy = -~ on the house. Without the fun ds, C

cate (or his delegate) has consented to tH& pe unable to com i

_ . plete the renovations and sell
§301_'6343 3 Return of property in return of property, and the return of propthe house. Upon examination, the Commissioner
certain cases. erty would be in the best interest of th@etermines that the IRS will be able to collect the

taxpayer, as determined by the Nation&ntire tax liability if C’s house is restored to salable
(a) In general If money has been Taxppa);/er Advocate (or his )(;elegate) anéondition. If the National Taxpayer Advocate, or the

levied upon and applied toward the tax- ) . ommissioner in lieu of the National Taxpayer Ad-

payer’s liability, or property has been" the b_eSt interest of the _Un_'tEd States, §3cate, determines that the return of the seized
levied upon and sold, and the receiptget_ermmed_by the Commissioner. money is in the taxpayers best interest, the Commis-
have been applied toward the taxpayer’s (|!) Best interest of the taxpaye_rT he sioner {nay re(tjufrn ant r?mkfunli of mom;:-y et?]uatlj totthe
liability, or property has been levied uporl¥ational Taxpayer Advocate (or his deleoU" S22t 1o e 88t 88e o en

and purchased by the United States arftpte) generally will determine Whethe'lerezt Oghetta-xptayer atnd tr}etl;nites S-ttatZS'St t
the United States still possesses the proft€ réturn of property is in the best inter- (d) Best interests of the United States
P P and the taxpayer to release levy and re-

erty, and the Commissioner determine€St Of the taxpayer. If, however, a tax L
tha)t/ any of the conditions in paragraph (dj2Yer reduests the Commissioner to rdurn of property where levy made in viola-

of this section exist, the CommissionefUrn property and has not specifically!'o" of law=(1) In General If the Inter

may return— requested the National Taxpayer Advol@ Revenue Service (IRS) makes a levy
(1) An amount of money equal to th

(cate (or his delegate) to determine the taX? V|oIat|]9nhof the la;"'s't IS In thedbehst in-
amount of money levied upon: payer’s best interest, a finding by théerestto tle Un'ttﬁ I tatesdatr;] }Resta')il-
(2) An amount of money equal to theCommissioner that the return of propert>p""tyer ? r::*heafe e levy and the t V‘g
amount of money received by the United® 1N the best interest of the taxpayer Wi|[e. urg o the ?ﬁp?r);erl any Eroper y OI i
States from a sale of the property: or _Pe sufficient to support the retum of prOpE?g]?Rgurslllja:gleZse ‘ih‘;"?; c;n?jxfgt]pri’
(3) The specific property levied upon€™- Only the National Taxpayer Advo- he ta leer’s et if \t/r):e s uas
and purchased by the United States. ca_te (ﬂr his or herfdelegate)_ may _detﬁi;]ade Xpay property | vy W
- ._mine that a return of property is not in t —
(b) Return of levied upon property mE’SSt interest of the taxpayer. (i) Without giving the requisite thirty-

ossession of the Internal Revenue Servi . ; 4
?IRS) pending sale under section 6335 (5) Examples The following examples dgéonotlce of intent to levy under section

Other than as provided in §301.6343-1(djlustrate the provisions of this paragraptp33 .
: (ii) During the pendency of a proceed-

or in paragraph (d) of this section, the Co C)I.E le 1.A $1,000 in Federal i ing for refund of divisible tax in violation
missioner, in his or her discretion, may re;, xample 1. A owes 31,000 In Federal income INg

. . axes. The IRS levies on a broker with respect to | R

turn levied upon property that is in the poSmoney market account belonging to the taxpaye?f S.?Ctlon 633.10)’ L

session of the United States pending sad@d receives payment from the broker which it ap- (iif) _Before |nvest|gat|on Of.the .Status

under section 6335. plies to the taxpayer's outstanding liability. How-Of levied upon property in violation of
(c) Conditions authorizing the return of &ve": the IRS failed to follow procedure provided bysection 6331(j);

property. The Commissioner may I,etumthe Interngl Revenue Manual (put not require_d by (iV) During the pendency of offers-in-
o statute) with regard to managerial approval prior t%om romise in violation of section
property upon determining that one of théhe making of the levy. The Commissioner may re- P

following conditions exist: turn an amount of money equal to the amount $331(K)(2); or
(1) Premature or not in accordancemoney the IRS levied upon and applied toward the (v) During the period an offer to enter
with administrative proceduresThe levy taxpayer’s taxliability. into an installment agreement is pending

. . Example 2 B owes $1,000 in Federal income ; At
rw - ' or for 30 days following the rejection of
was premature or otherwise not in accoqaxes. The IRS levies on a bank with respect tog Y 9 )

dance with the administrative procedureg,yings account belonging to the taxpayer and ré" offer, or, if the rejegtion is timely ap-

of the Secretary. ceives funds from the bank which it applies to th@€aled, during the period that the appeal
(2) Installment agreementSubsequent taxpayer's liability. Subsequent to the levy, B enteris pending) or during the period an install-

to the levy, the taxpayer enters into affito an installment agreement, under which it willjment agreement is in effect (or during the

. ._pay timely installments to satisfy the entire Iiability.30 d ; ; ; :
ays following a termination or, if a
agreement under section 6159 to Sansﬁ’he installment agreement does not by its terms y 9

L . pre- T
the liability for which the levy was madecjyde the return of levied upon property. The revﬁmeIy appgal of termlnatl-on 1S f”_ed' (_jur'_
by means of installment payments. Ifenue officer verifies that B is financially capable ofing the period the appeal is pending) in vi-
however, the agreement specifically propaying the entire liability, including accruals, in theolation of section 6331(k)(2).

vides that already levied upon propertjdreed-upon installment payments. The Commis- 5y property may not be credited to out-

. . _sioner may return an amount of money equal to the, . LT . )
will not be returned under section__ " money levied upon and applied owargtanding liability without the taxpayer’s

6343(d), the Commissioner may not granhe taxpayer's liability. permission When the release of a levy
a request for return of property under this Example 3 C owns a house that is deterioratinggnd the return of property are required
paragraph (c)(2). and in unsalable condition. C is in the process afinder this paragraph (d), the property or
(3) Facilitate collection The return of renovating the house for sale when the IRS levighe proceeds from the sale of the property
property will facilitate the collection of zﬁfsrt'ai;ir?gnlfezzgf::)fci:;Siﬁtsagrzzegccgfeizfg’ggfeceived by the IRS pursuant to the levy
the tax liability for which the levy was i, the amount of $3,000, which it applies toward c:dNUSt be returned to the taxpayer unless

made. liability. A notice of federal tax lien is the only lien the taxpayer requests otherwise. The
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property or proceeds of sale may not b8tates, the taxpayer or the National Taxnents, and deposits. These regulations
credited to any outstanding tax liability ofpayer Advocate (or his delegate) musaffect persons required to report liability
the taxpayer, including the one with reconsent to the return of property. for excise taxes on Form 72@tarterly
spect to which the IRS made the levy, (h) Procedures for request for the re-Federal Excise Tax Retuin.
without the written permission of the tax-turn of property—(1) Manner. A request DATES: Written and electronic com-
payer. for the return of property must be made in . .

, . - ments and requests for a public hearing

(e) Time of return Levied upon prop- writing to the address on the levy form. must be received by May 17 2001
erty in possession of the IRS (other than (2) Form. The written request must in- y Vay L1,
money) may be returned under paraclude the following information— ADDRESSES: Send submissions to:
graphs (c) and (d) of this section at any (i) The name, current address, and taxcC:M&SP:RU (REG-106892—-00), room
time. An amount of money equal to theayer identification number of the persorb5226, Internal Revenue Service, POB
amount of money levied upon or receivedequesting the return of money (or prop7604, Ben Franklin Station, Washington,
from a sale of property may be returned arty purchased by the United States); DC 20044. Submissions may be hand de-
any time before the expiration of 9 (ii) A description of the property levied livered Monday through Friday between
months from the date of the levy. When apon; the hours of 8 a.m. and 5 p.m. to:
request for the return of money filed in (iii) The date of the levy; and CC:M&SP:RU (REG-106892-00),
accordance with paragraph (h) of this sec- (iv) A statement of the grounds uponCourier’s Desk, Internal Revenue Service,
tion is filed before the expiration of the 9-which the return of money is being re-1111 Constitution Avenue NW, Washing-
month period, or a determination to returmuested (or property purchased by then, DC. Alternatively, taxpayers may send
an amount of money is made before th&nited States). submissions electronically via the Internet
expiration of the 9-month period, the (i) No interest No interest will be paid by selecting the “Tax Regs” option on the
money may be returned within a reasorsn any money returned under this sectiotRS Home Page, or directly to the IRS In-
able period of time after the expiration of (j) Administrative collection upon de-ternet site at http://www.irs.gov/
the 9-month period if additional time isfault. If the Commissioner returns proptax_regs/regslist.html.
necessary for mvestlgatlo_n or processmger_ty under this sect_lon, and the taxpay_ OR FURTHER INFORMATION CON-
(f) Purchase by the United StateBor fails to pay the previously assessed liabil: . . L
: : ! ACT: Concerning submissions, Guy

purposes of paragraph (a)(2) of this sedty for which the levy was made on the re- i .
L . o Traynor (202) 622-7180; concerning the
tion, if property is declared purchased byurned property, the Commissioner may .

. - . o egulations, Susan Athy (202) 622-3130
the United States at a sale pursuant to seadministratively collect the liability. Col- (not toll-free numbers)
tion 6335(e)(1)(C), the United States willlection may include levying again on the '
be treated as having received an amourgturned property as long as statutory anfBUPPLEMENTARY INFORMATION:
of money equal to the minimum price deadministrative requirements are followed.
termined by the Commissioner before the (k) Effective date This section is ap- Background

sale. plicable on the date final regulations are This document contains proposed
(g) Determinations by the Commis-published in thé&-ederal Register amendments to the Excise Tax Procedural

sioner. The Commissioner must deter- ; :

mine whether any of the conditions autho- Robert E. Wenzel, Regulations (26 CFR part 40) relating to

o Yy A ' o the requirements for excise tax returns,

rizing the return of property exists if a Deputy Commissioner avments. and deposits. On January 7

taxpayer submits a request for the return of Internal Revenue P2Y ' POSI'S. y I
pay a 2000, an advance notice of proposed rule-

of prope_rty n a_ccordance with pE_ll’agrap}a:”ed by the Office of the Federal Register on Febmaking was published in thieederal
(h) of this section. The Commissionekyary 13, 2001, 8:45 a.m., and published in the issiRegister (65 FR 1076) that invited com-
also may make this determination indeef the Federal Register for February 14, 2001, 6fents from the public on issues relating

pendently. If the Commissioner deterf.R. 10249)
mines that conditions authorizing the re-
turn of property are not present, the

to the requirements for excise tax returns
and deposits. Several written comments

. i . . were received that were considered in
Commissioner may not authorize the relNotice of Proposed Rulemaking

t . v Ifthe G iz q drafting these proposed regulations.
urn ot property. e Commissioner eé)eposits of Excise Taxes The advance notice requested com-

termines that conditions authorizing th ments on: whether there should be a sin-
return of property are present, the ComMprG-106892-00 gle deposit date for all excise taxes (other
missioner may (but is not required to, un- ~ than those deposited under the alternative
less the reason for the return of property IKGENCY: Internal Revenue Servicemethod), such as 14 days after the end of
that the levy was made in violation of law(IRS), Treasury. the semimonthly period; whether a tax-

and is governed by paragraph (d) of thi : - ayer should be required to deposit onl
section) authorize the return of propert}CﬂON' Notice of proposed rulemak-bay a P Y

o ) : ] 95 percent of tax liability incurred for the
If the Commissioner decides indepen- . ~ semimonthly period (in lieu of the current
dently to return property under paragrapBUMMARY:  This document contains requirement of 100 percent with safe har-

(c)(4) of this section based on the best irproposed regulations relating to the repor rules); and whether the amount re-
terests of the taxpayer and the Uniteduirements for excise tax returns, payquired to be deposited for a quarter should
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be computed without reduction for the Commentators generally supported &pecial Analyses
amounts of any claims made on Scheduleduction in the amount of the required ) ) )
C of the Form 720 for that quarter. deposit for a semimonthly period from !t has been determined that this notice
In general, commentators from the ail00 percent of net tax liability to 95 per-°f Proposed rulemaking is not a signifi-
transportation industry requested that theent of net tax liability. However, theyc@nt regulatory action as defined in Ex-
one-month filing extension provided torequested that the look-back quarter safefutive Order 12866. Therefore, a regu-
those reporting communications, aiharbor rule be retained. One commenta2tory assessment is not reqUIrgd. It also
transportation, and ozone-depletingor noted that the look-back quarter saf8as been determined that section 553(b)
chemical taxes be retained because ainarbor rule is easy for taxpayers to us@f the Administrative Procedure Act (5
lines need additional time to determinend provides a way for taxpayers to meé{-S-C. chapter 5) does not apply to these
the proper amount of tax liability. Thethe deposit requirements when taxpayef€9ulations and, because these regula-
IRS and Treasury believe the need fonave not determined their liability for thelions do not impose on small entities a
additional time is adequately addressedurrent semimonthly period. Finally,Collection of information requirement,
by the retention of the alternativesome commentators requested that tf{8€ Regulatory Flexibility Act (5 U.S.C.
method for making deposits of commubprovisions allowing deposits to be rechapter 6) does not apply. Therefore, a
nications and air transportation taxesduced by Schedule C claims be retaindgegulatory Flexibility Analysis is not re-
Filers choosing to use the alternativéo avoid economic hardship. The produired. Pursuant to section 7805(f) of
method for making deposits of these@osed amendments adopt the suggestiof§ Internal Revenue Code, this notice of
taxes also are allowed additional time tof these commentators. proposed rulemaking will be submitted
determine the amount of tax liability. The proposed amendments require tH@ the Chief Counsel for Advocacy of the
For example, under the alternativaleposit of at least 95 percent of net taxMall Business Administration for com-
method, the activity for December, Janukiability incurred during the semimonthly MenNt on its impact on small business.
ary, and February is reported as tax Iiape_riod. This rule r_eplaces both the recomments and Requests for a Public
bility for January, February, and Marchquirement to deposit 100 percent of nelllearing
on the Form 720 due April 30th. Thustax liability and the safe harbor rule for
even without the one-month filing extentaxpayers depositing 95 percent of their Before these proposed regulations are
sion, filers reporting under the alternacurrent liability. The new requirementadopted as final regulations, considera-
tive method have two months after theés, in fact, more generous than the cuttion will be given to any electronic and
last activity to determine the amount ofent safe harbor, which applies only ifwritten comments that are submitted
tax liability to be reported. In addition,the 95-percent deposit requirement ifmely to the IRS. The IRS and Treasury
retention of an extended filing date fomet for each semimonthly period in thdDepartment specifically request com-
certain industries would be inconsistentuarter. Under the proposed amendmnents on the clarity of the proposed regu-
with the simplification and overall fair- ments, a taxpayer that deposits 95 pelations and how they may be made easier
ness sought to be achieved by thesment of net tax liability for a semi-to understand. All comments will be
changes. Accordingly, the proposednonthly period will satisfy the depositavailable for public inspection and copy-
amendments eliminate the one-monthequirement for that period even if lessng. A public hearing may be scheduled if
filing extension that is now allowed forthan 95 percent of net tax liability is detequested in writing by any person that
returns related to taxes imposed by chaposited for one or more of the othetimely submits written comments. If a
ter 33 (relating to communications andgemimonthly periods in the quarter. public hearing is scheduled, notice of the
air transportation) and section 4681 (re- The proposed amendments retain theéate, time, and place for the hearing will
lating to ozone-depleting chemicals) andbok-back quarter liability safe harborbe published in thEederal Register
require that all Forms 720 be filed by theule for taxpayers depositing taxes that | .
last day of the month following the quarwere in effect during the look-back quarPrafting Information
ter for which the return is made. ter. _The pr_oposed amendments to the de-yp,¢ principal author of these regula-
_Commentz_itors generally supported aosit requirements _amd the safe_har_bq(ons is Susan Athy, Office of Associate
single deposn_date for all taxes other tharule_apply to z_ill excise tax deposits, iNthief Counsel (Passthroughs and Special
those deposited under the alternatlve_ludlng deposits made under the altemﬁ‘hdustries). However, other personnel
method (regular method t_axes). The pr(_nve method. Fmally, the propose_dfrom the IRS and Treasury Department
posed amendments provide that depos_lamendments continue to allow qepos'tﬁarticipated in their development.
for regular method taxes for a semito be reduced by Schedule C claims. X ok ok ok ok
monthly period are due by the 14th day
the following semimonthly period. Th Proposed Amendments to the
proposed amendments change the re-The regulations are proposed to be afregulations
qguirement to deposit by class of tax. Thplicgble with respect to returns and de- Accordingly, 26 CFR part 40 is pro-
9-day rule, 1_4-_day rule, and 30-day rul¢)93|t$ that relate to calendar quarters bﬁ'osed to be amended as follows:
taxes are eliminated. Instead there aginning on or after the date of
two classes: regular method and alterngublication of the final regulations in thePART 40—EXCISE TAX
tive method. Federal Register PROCEDURAL REGULATIONS

G?Igroposed Effective Date
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Paragraph 1. The authority citation for Par. 6. Section 40.6071(a)-2 is rements allowable in accordance with the

part 40 is amended by removing the emnoved. instructions applicable to the form on
tries for Sections 40.6071(a)-1 and which the return is made.
40.6071(a)-2, and Sections 40.6302(c)-340.6091-1 [Amended] (4) Computation of net tax liability for

40.6302(c)-3, and 40.6302(c)—4; and

: -3, _ Par. 7. Section 40.6091-1 is amended semimonthly periodThe net tax liabil-
adding entries in numerical order to rea

%y removing paragraph (d). ity for a semimonthly period may be com-

in part as follows: . : . uted by—
Authority: 26 U.S.C. 7805 * * * reapéli;ssfoli)e\}/t/:;l'on 40.6101-1 s revised tB (i) Determining the net tax liability in-
Section 40.6071(a)-1 also issued under ' curred during the semimonthly period; or
26 U.S.C.6071(a). * * * §40.6101—1 Period covered by returns. (i) Dividing by two the net tax liability
Section 40.6302(c)-2 also issued under incurred during the calendar month that
26 U.S.C. 6302(a). See 840.6011(a)-1(a)(2) for the ruletncludes that semimonthly period, pro-
Section 40.6302(c)-3 also issued undeelating to the period covered by the revided that this method of computation is
26 U.S.C. 6302(a). turn. used for all semimonthly periods in the

Par. 9. Sections 40.6109(a)—1 andalendar quarter.
40.6151(a)-1 are revised to read as follows: (b) Amount of deposi(1) In general.
; ; The deposit of tax for each semimonthl
Par. 2. Section 40.0-1 is amended o p y
follows: %%0.6109(a)-1 Identifying numbers. period must be not less than 95 percent of
1. Paragraphs (d) and (e) are removed. Every person required underth® amount of net tax liability incurred
2. Paragraph (f) is redesignated as ne§40.6011(a)—1 to make a return must prdluring the semimonthly period.
paragraph (d). vide the identifying number required by (2) Safe harbor rules-(i) Applicabil-

the instructions applicable to the form ofty- The safe harbor rules of this para-
which the return is made. graph (b)(2) are applied separately to
taxes deposited under the alternative

Par. 3. Section 40.6011(a)-1 i40 6151(a)-1 Time and place for payingnethod provided in §40.6302(c)-3 (al-
amended by removing paragraph (€). ¢4y shown on return. ternative method taxes) and to the other

taxes for which deposits are required
§40.6011(a)-2 [Amended] Except as provided by statute, the tay qer this sectionp (regular mgthod

Par. 4. Section 40.6011(a)—2 ignust be paid at the time prescribed ifyyeq).

840.0-1 [Amended]

840.6011(a)-1 [Amended]

amended as follows: 840.6071(a)-1 for filing the return, and at iy Regular method taxesAny person
1. In paragraph (b)(2), the languag&he Place prescribed in 840.6091~1 for fily, ot 'made a return of tax reporting regular
“§40.6302(c)=1(f)(2)" is removed andNd the return. method taxes for the second preceding

“§40.6302(c)~1(e)(2)" is added in its place. Par- 10. Section 40.6302(c)-1 is régzgjendar quarter (the look-back quarter) is
2. Paragraph (d) is removed. vised to read as follows: considered to have complied with the re-
Par. 5. Secti_o_n 40.6071(a)-1 i%40.6302(c)—1 Use of Government quirement of this part 40 for deposit of

amended by revising paragraphs (ahepositaries. regular method taxes for the current cal-

(b)(2), and (c) to read as follows: endar quarter if—

(a) In general—(1) Semimonthly de- (A) The deposit of regular method
posits required Except as provided by taxes for each semimonthly period in the

(a) Quarterly returns Each quarterly statute or by paragr_aph (e) of this sectiomurrent calendar quz_irte_r_ is not less than
return required under §40.6011(a)—1(a)( ach person requwed under 840.6011/6 of the net tax liability for regular
must be filed by the last day of the firs a)-1(a)(2) to fll_e a quarterly return mus_'method taxes reported for the look-back
calendar month following the quarter fofN@ke a deposit of tax for each semiquarter; . _

which it is made. monthly period (as defined in §40.0-1(c)) (B) Each deposit is made on time;

(b) * * * in which tax liability is incurred. (C) The amount of any underpayment
(2) Semimonthly returns. Eaciemi- (2) Treatment of taxes imposed byf regular method taxes is paid by the due
monthly return required under §40.601fhapter 33 For purposes of this part 40date of the return; and

(a)-1(b) must be filed by the last day ofaX impo_seql by chap'Fer 33 (relati_ng tp (D) The person’s liability does not in-

the semimonthly period (as defined iffommunications and air transportation) islude any regular method tax that was not

treated as a tax liability incurred duringmposed at all times during the look-back
the semimonthly period— guarter or a tax on a chemical not subject

(c) Effective date This section is ap- (i_)_ In which that tax is collected; or _ to tax at all times during the look-back
plicable with respect to returns that relate (1) In the case of the alternativequarter. _

to calendar quarters beginning on or aftdpethod, in which that tax is considered as (iii) Alternative method taxesAny _

the date of publication of the final regu|a_colle<:ted. person that made a return of tax reporting

tions in theFederal Register (3) Definition of net tax liability Net alternative method taxes for the look-back
tax liability means the tax liability for the quarter is considered to have complied
840.6071(a)-2 [Removed] specified period plus or minus any adjustwith the requirement of this part 40 for

840.6071(a)-1 Time for filing returns.

§40.0-1(c)) following the semimonthly
period for which it is made.
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deposit of alternative method taxes for the (d) Remittance of depositg(1) Deposits (2) Amount of deposit(i) In general
current calendar quarter if— by federal tax deposit couporA com- The deposits of regular method taxes for
(A) The deposit of alternative methodpleted Form 8109,Federal Tax Deposit the period September 16th through 26th
taxes for each semimonthly period in th€oupon” must accompany each depositand the period September 27th through
current calendar quarter is not less thahhe deposit must be remitted, in accor30th must be not less than 95 percent of
1/6 of the net tax liability for alternative dance with the instructions applicable tahe net tax liability for regular method
method taxes reported for the look-backhe form, to a financial institution autho-taxes incurred during the respective peri-
quarter; rized as a depositary for federal taxes (asds. The net tax liability for regular
(B) Each deposit is made on time; provided in 31 CFR part 203). method taxes incurred during these peri-
(C) The amount of any underpayment (2) Deposits by electronic funds trans-ods may be computed by—
of alternative method taxes is paid by thér. For the requirement to deposit excise (A) Determining the amount of net tax
due date of the return; and taxes by electronic funds transfer, sekability for regular method taxes reason-
(D) The person’s liability does not in-831.6302—1(h) of this chapter. Ataxpayeably expected to be incurred during the
clude any alternative method tax that wasot required to deposit by electronic fundsecond semimonthly period in September;
not imposed at all times during the lookiransfer pursuant to §31.6302-1(h) of this (B) Treating 11/15 of the amount deter-
back quarter and the month preceding thehapter remains subject to the rules of thimined under paragraph (a)(2)(i)(A) of this
look-back quarter. paragraph (d). section as the net tax liability for regular
(iv) Modification for tax rate increase  (e) Exceptions—(1) Taxes excluded method taxes incurred during the period
The safe harbor rules of this paragrapNo deposit is required in the case of th&eptember 16th through 26th; and

(b)(2) do not apply to regular method taxetaxes imposed by— (C) Treating the remainder of the
or alternative method taxes for the first and (i) Section 4042 (relating to fuel usedamount determined under paragraph
second calendar quarters beginning on on inland waterways); (a)(2)(1))(A) of this section (adjusted to re-

after the effective date of an increase in the (ii) Section 4161 (relating to sport fish-flect the amount of net tax liability for
rate of any tax to which this part 40 applieshg equipment and bows and arrow comregular method taxes actually incurred
unless the deposit of those taxes for eagwonents); through the end of September) as the net
semimonthly period in the calendar quarter (iii) Section 4682(h) (relating to floor tax liability for regular method taxes in-
is not less than 1/6 of the tax liability thestocks tax on ozone-depleting chemicalsfurred during the period September 27th
person would have had with respect tand through 30th.

those taxes for the look-back quarter if the (iv) Section 48.4081-3(b)(1)(iii) of this (i) Safe harbor rulesThe safe harbor
increased rate of tax had been in effect fmhapter (relating to certain removals ofules in §40.6302(c)-1(b)(2) do not apply
the look-back quarter. gasohol from refineries). for the third calendar quarter unless—

(v) Failure to comply with deposit re- (2) One-time filings No deposit is re- (A) The deposit of taxes for the period
quirements If a person fails to make de-quired in the case of any taxes reportab®eptember 16th through 26th is not less
posits as required under this part 40, thain a one-time filing (as defined inthan 11/90 of the net tax liability for regu-
failure may be reported to the appropriat§40.6011(a)—-2(b)). lar method taxes reported for the look-
IRS office and the IRS may withdraw the (3) De minimis exceptionFor any cal- back quarter; and
person’s right to use the safe harbor rulesndar quarter, no deposit is required if the (B) The total deposit of taxes for the
of this paragraph (b)(2). net tax liability for the quarter does notsecond semimonthly period in September

(c) Time to deposi#(1) In general exceed $2,500. is not less than 1/6 of the net tax liability
The deposit of tax for any semimonthly (f) Effective date This section is ap- for regular method taxes reported for the
period must be made by the 14th day ddlicable with respect to deposits that relook-back quarter.
the following semimonthly period unlesslate to calendar quarters beginning on or (3) Time to deposit (i) The deposit re-
such day is a Saturday, Sunday, or legafter the date of publication of the finalquired for the period beginning Septem-

holiday in the District of Columbia in regulations in th&ederal Register ber 16th must be made by September 29th
which case the immediately preceding Par. 11. Section 40.6302(c)-2 is reunless—
day which is not a Saturday, Sunday, orised to read as follows: (A) September 29th is a Saturday, in

legal holiday in the District of Columbia : which case the deposit must be made by
is treated as the 14th day. Thus, general i?).tisr)r?t?e((r:)_z Special rules for September 28th; or
the deposit of tax for the first semi- ' (B) September 29th is a Sunday, in
monthly period in a month is due by the (a) In general—(1) Separate deposits which case the deposit must be made by
29th day of that month and the deposit akquired for the second semimonthly peSeptember 30th.
tax for the second semimonthly period imiod. In the case of deposits of taxes not (ii) The deposit required for the period
a month is due by the 14th day of the foldeposited under the alternative methodnding September 30th must be made at
lowing month. (regular method taxes) for the seconthe time prescribed in §40.6302(c)-1(c).
(2) Exceptions See 840.6302(c)-2 forsemimonthly period in September, sepa- (b) Persons not required to use elec-
the special rules for September. Semte deposits are required for the periottonic funds transfer The rules of this
840.6302(c)-3 for the special rules for deSeptember 16th through 26th and for theection are applied with the following
posits under the alternative method. period September 27th through 30th.  modifications in the case of a person not
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required to deposit taxes by electronié * * * * DATES: Written and electronic com-
funds transfer. (g) Effective date This section is ap- ments and requests for a public hearing
(1) Periods The deposit periods for plicable with respect to deposits of taxemust be received by May 14, 2001.
the separate deposits required under pathat are considered as collected in cale DDRESSES: Send submissions to:
graph (a) of this section are Septembetar quarters beginning on or after the da%C'M&SP'RU kREG—121109—OO) room.
16th through 25th and September 26thf publication of the final regulations in_ : e
. 5226, Internal Revenue Service, POB
through 30th. theFederal Registerand to returns of tax : : :
. . oo 7604, Ben Franklin Station, Washington,
(2) Amount of deposit In computing for calendar quarters beginning on or aftq_r)C 20044. In the alternative. submissions
the amount of deposit required undethe date of publication of the final regula- ' ; '
aragraph (a)(2)(i)(B) of this section, thdions in theFederal Register may be hand-delivered between the hours
paragrap (a)( .)()(. ) ' 9 of 8 a.m. and 5 p.m. to CC:M&SP:RU
applicable fraction is 10/15. In comput- (REG-121109-00), Courier’s Desk, Inter-
ing the amount of deposit required unde$40-6302(c)—4 [Removed] ’ ’

. . . nal Revenue Servicg111Constitution Av-
gz;?:?tﬁg Fgéﬁz)(:)i?)lgfgtgls section, the Par. 13. Section 40.6302(c)-4 is reenue, NW, Washington, DC or sent elec-

(3) Time to deposit In the case of the moved. tronically, via the IRS Internet site at:

. ' http://www.irs.ustreas.gov/tax_regs/reglist.
deposit required under paragraph (a) &40.9999-1 [Removed] htngl. ¢ —fegsieg

this section for the period beginning Sep-

tember 16th, the deposit must be made by Par. 14. Section 40.9999-1 is removedcOR FURTHER INFORMATION CON-

September 28th unless— TACT: Stuart Murray (202) 622-4580
(i) September 28th is a Saturday, in Robert E. Wenzel, ot 4 toll-free number).

; ; Deputy Commissioner
which case the deposit must be made b
September 27 Of y of Internal Revenue. SUPPLEMENTARY INFORMATION:

(if) September 28th is a Sunday, irlFiIed by the Office of the Federal Register on repBackground

which case the deposit must be made Byary 15 2001, 8:45 a.m., and published in the issue Und tion 6103(1(1 itt
September 29th. of the Federal Register for February 16, 2001, 66 - J€r SECtion ()(1), upon written
(c) Effective date This section is ap- F-R. 10650) request from the Secretary of Commerce,

plicable with respect to deposits that re- the Secretary is to furnish to the B.ureau of
late to calendar quarters beginning on or ] the Census (Bureau) tax return informa-
after the date of publication of the finaiNotice of Proposed Rulemaking tion that is prescribed by Treasury regula-
regulations in th&ederal Register by Cross-Reference to tions for the purpose of, but only to the

Par. 12. Section 40.6302(c)-3 iTfemporary Regulations extent necessary in, _structuring censuses
amended as follows: and national economic accounts and con-

1. In paragraph (b)(l)(ll), the |anguag@isc|osure of Return |nformation ducting related statistical activities autho-

“9-day rule of §40.6302(c)-1(b)(6)” is re-to the Bureau of the Census rized by law. Section 301.6103(j)(1)-1 of
moved and “rule of §40.6302(c)-1(c)(1)" the regulations further defines such pur-
REG-121109-00 poses by reference to 13 U.S.C. Chapter 5

is added in its place.
2. In paragraph (b)(3), second sen-
tence, the language “6th” is removed an
“16th” is added in its place.
3. In paragraph (d), first sentence, thaCTION: Notice of proposed rulema
language “not less than” is removed anthg by cross-reference to temporary reg

“not less than 95 percent of” is added ifations.
its place. pursuant to Internal Revenue Code sec-

4. In paragraph (f)(4), the language> "MMARY: InT.D. 8943, on page 1054tion 6103()(1)(A) or (5) that officers or
“§40.6302(c)-1(c)(2)(i)" is removed anolof this Bulletm, the IRS Is issuing Fempo-employees Qf SSA may Q|sclose to the
“§40.6302(c)-1(b)(2)" is added in its'&'Y régulations relating to additions toBureau. Periodically, the disclosure regu-
place. the list of items of information dlsclqsedlations are amended to reflect the chang-

5. Paragraph (f)(5) is removed. to thg Bureau of the Census for use in thag negds of thg Bureaq fpr data_ f.o_r its

6. Paragraphs (f)(6) and (f)(7) are reLongitudinal Employer-Household Dy- statutorily authorized statistical activities.
designated as paragraphs (f)(5) and (f)e)2mics (LEHD) project and the Survey This document contains proposed
respectively. f Income'and Program Partl.C|patI0r§1mendments to the regula’uons authoriz-

7. Paragraph (g) is revised. (SIPP) project. These regulations proing IRS and SSA personnel to disclose ad-

8. Paragraph (h) is removed. vide guidance to IRS and Social Securityitional items of return information that

The revision reads as follows: Administration (SSA) personnel responhave been requested by the Secretary of

sible for disclosing the information. TheCommerce for specified purposes related
840.6302(c)-3 Special rules for use of text of those temporary regulations alseo the LEHD and SIPP projects.
Government depositaries under chapter serves as the text of these proposed regu-The text of the temporary regulations
33. lations. also serves as the text of these proposed

and provides an itemized description of
GENCY: Internal Revenue Servicethe return information authorized to be
RS), Treasury. disclosed for such purposes. Section
k_301.6103(])(1)—1(b)(5) of the regulations
lP_rovides a list of information provided to
the Social Security Administration (SSA)
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regulations. The preamble to the tempd?ART 301—PROCEDURE AND Source of Income From Certain
rary regulations explains the regulations. ADMINISTRATION Space and Ocean Activities;

Also, Source of Communications

Special Analyses Paragraph 1. The authority citation fo g :
it has been determined that this nofi part 301 is amended by adding an entry income; Hearing
as been determined that this NOUCE, merical order to read as follows:
of proposed rulemaking is not a signifi- Announcement 2001-30

! k ) Authority: 26 U.S.C. 7805 * * *
cant regulatory action as defined in Exec- gection 301.6103()(1)-1 also issuehGENCY: Internal Revenue Service

utive Order 12866. Therefore, a regulag,qer 26 U.S.C. 6103()(1):* * * (IRS), Treasury.
tory assessment is not required. 1t also por 2 gection 301.6103(j)(1)-1 is '

has been determined that section 553(B},ended by: ACTION: Change of date of public hear-
of the Administrative Procedure Act (5 Adding paragraphs (b)(2)(v) and"9: extension of time to submit outlines
U.S.C. chapter 5) does not apply to thes&,i) of oral comments.

regulations, and because the regulations 2. Adding paragraphs (b)(3)(xxiii), SUMMARY: This document changes the
do not impose a collection of information iy (xxv), (xxvi), (xxvii) and (xxvii). ~ date of the public hearing on the proposed
on small entities, the Regulatory Flexibil- 3 * Aqqing paragraphs (b)(5)(iii), (iv), regulations (REG-106030-98, 2000-11

ity Act (5 U.S.C. chapter 6) does notq ). I.R.B. 820) under sections 863(a), (d),
apply. Pursuant to section 7805(f) of the 4 ~Revising paragraph (). and (e) governing the source of income
Internal Revenue Code, this notice of pro- e aqgitions and revision read as folfrom certain space and ocean activities
posed rulemaking will be submitted to thg, s and certain communications activities. It
Chief Counsel for Advocacy of the Small , , also extends the time to submit outlines of
Business Administration for comment or8301.6103(j)(1)-1 Disclosure of return 5.4 comments for the hearing.

its impact on small business. information to officers and employees of _ ) )

_ the Department of Commerce for certainPATES: The public hearing will be held

Comments and Requests for a Public  ;aiistical purposes and related May 23, 2001, beginning at 10 a.m. Ad-
Hearing activities. ditional outlines of oral comments must

) be received by May 2, 2001.
Before these proposed regulations arex x « = _ _ )
adopted as final regulations, consideration gy « « ADDRESSES: The public hearing will be
will be given to any electronic and written (2)(\/) and (VI)[The text of proposedheld in Room 2615, Internal Revenue

comments (a Signed 0rigina| and e|ght (%aragraphs (b)(Z)(V) and (Vl) is the SamBUlldlng, 1111Constitution Avenue, NW,

copies) that are submitted timely to theq he text of §301_6103(1.)(1)_1.|.(b)(2)(\/)§6Vashmgton, DC. Send submissions to:

IRS. The IRS and Treasury Departmen{nq iy published in T.D. 8943]. roE(!ngUIa}'—'fIZOZn(SS lf:;;ﬁ}gl(ﬁg\?;nlffosg&?i,
;peuﬁcally request comments on the clar- (3)[The text of proposed paragraph%OB ood 'Ben Eronr Station Wash-'
ity of the proposed regulation and how theYb)(S)(xxiii), (xxiv), (xxv), (xxvi), (xxvii) , ;

can be made easier to understand. All cory ngton, DC 20044. Submissions may be

nd (xxviii) is the same as the text o .
ments will be available for pUb'IC Inspec-§301(61032J)(1)_1T(b)(3)(xxuI)’ (XXiV), t"and delivered between the hours of 8

tion and copying. A public hearing may beys\\ (xxvi). (xxvii) and (xxviii) pub- a.m. and 5 p.m. to: Regul_ations Unit CC
scheduled_ if requesteq in writing by a pe%she)o’l i(n TD) é943]_) ( )P (REG-106030-98), Courier's Desk, In-
son that timely submits comments. If & x » « « ternal Revenue SerylcmllConsututlon
publlc.hearlng is scheduled, hotice of the (G)iii), (iv), and (v) [The text of pro- 9\\//:|nu?a>lzlve\1/’ ;/:/:?;Nanggczjnbgi?ou/;\l:tneégagf
date', t|me,. and place for the hearlng will bﬁosed paragraphs (b)(5)(|l|), (iV), and (V) Ys pay y . -
published in thé&-ederal Register. foral comments electronically directly to

§301.6103()(1)-T(b)(5)iii), (iv), and (v) :g)e(r';i /Irgt;.rgfrtnsr:? atp:/fwww.irs.gov/
published in T.D. 8943]. N '

The principal author of these regula* * * * * FOR FURTHER INFORMATION CON-
tions is Jamie G. Bernstein, Office of the (e) [The text of proposed paragraph (€JACT: Concerning the regulations, Anne
Associate Chief Counsel, Procedure & the same as the text ofShelburne (202) 874-1490; concerning
Administration (Disclosure & Privacy §301.6103(j)(1)-T(e) published else-submission, LaNita Van Dyke (202) 622-
Law Division), Internal Revenue Servicewhere in T.D. 8943]. 7190 (not toll-free numbers).

However, other personnel from the IRS .
and Treasury Department participated in Robert E. Wenzel, SUPPLEMENTARY INFORMATION:
their development.

is the same as the text o
Drafting Information

Deputy Commissioner gackground

* ok x % % of the Internal Revenue.
A notice of proposed rulemaking and
Proposed Amendments to the (Filed by the Office of the Federal Regist_er on l_:ebnotice of public hearing, appearing in the
Regulations oo B o oty S Eederal Registeron Wechesday, January
_ . FR. 9991) 7, 2_001 (6§ FR 3903), announced that a
Accordingly, 26 CFR Part 301 is pro- public hearing on the proposed regula-
posed to be amended as follows: tions under sections 863(d) and 863(e),
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governing the source of income from cer- Cynthia Grigshy,
tain space and ocean activities and certain Chief, Regulations Unit
communications activities would be held Office of Special Counsel
on March 28, 2001, in the Auditorium, In-  (Modernization & Strategic Planning).
ternal Revenue Buildingl111 Constitu-
tion Avenue, NW, Washington, DC. Sub_(FiIed by the Office of the Feqleral Registe_r on March
. .9, 2001, 8:45 a.m., and published in the issue of the
sequently, the date of the public hearlngederal Register for March 12, 2001, 66 F.R. 14351)
has changed to May 23, 2001, at 10 a.m.
in room 2615. Outlines of oral comments
must be received by May 2, 2001.
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Revenue rulings and revenue procedureslies to both A and B, the prior ruling isnew ruling does more than restate the
(hereinafter referred to as “rulings”) modified because it corrects a publishedubstance of a prior ruling, a combination
that have an effect on previous rulinggosition. (Compare witlamplifiedand of terms is used. For examplmodified
use the following defined terms to deelarified, above). and supersedediescribes a situation
scribe the effect: Obsoleteddescribes a previously pub-where the substance of a previously pub-
Amplified describes a situation wherelished ruling that is not considered detertished ruling is being changed in part and
no change is being made in a prior pubminative with respect to future transacis continued without change in part and it
lished position, but the prior position istions. This term is most commonly useds desired to restate the valid portion of
being extended to apply to a variation oin a ruling that lists previously publishedthe previously published ruling in a new
the fact situation set forth therein. Thustulings that are obsoleted because atiling that is self contained. In this case
if an earlier ruling held that a principlechanges in law or regulations. A rulingthe previously published ruling is first
applied to A, and the new ruling holdsmay also be obsoleted because the suimodified and then, as modified, is super-
that the same principle also applies to Bstance has been included in regulatiorseded.
the earlier ruling is amplified. (Comparesubsequently adopted. Supplementeds used in situations in
with modified below). Revokediescribes situations where thevhich a list, such as a list of the names of
Clarified is used in those instancesposition in the previously published rul-countries, is published in a ruling and
where the language in a prior ruling isng is not correct and the correct positiothat list is expanded by adding further
being made clear because the languaggebeing stated in the new ruling. names in subsequent rulings. After the
has caused, or may cause, some confu-Supersededescribes a situation whereoriginal ruling has been supplemented
sion. It is not used where a position in éhe new ruling does nothing more tharseveral times, a new ruling may be pub-
prior ruling is being changed. restate the substance and situation oflished that includes the list in the original
Distinguisheddescribes a situation previously published ruling (or rulings).ruling and the additions, and supersedes
where a ruling mentions a previouslyThus, the term is used to republish undezl prior rulings in the series.
published ruling and points out an esserthe 1986 Code and regulations the same Suspendeds used in rare situations to
tial difference between them. position published under the 1939 Codshow that the previous published rulings
Modified is used where the substancend regulations. The term is also usedill not be applied pending some future
of a previously published position iswhen it is desired to republish in a singlaction such as the issuance of new or
being changed. Thus, if a prior rulingruling a series of situations, names, etcamended regulations, the outcome of
held that a principle applied to A but notthat were previously published over a pecases in litigation, or the outcome of a
to B, and the new ruling holds that it apfiod of time in separate rulings. If theService study.
E.O—Executive Order. PHC—Personal Holding Company.

Abbre‘"atlons ER—Employer. PO—Possession of the U.S.

The following abbreviations in current use and fOf-ERISA—Emponee Retirement Income SecurityPR—Partner.
merly used will appear in material published in theAct

Bulletin PRS—Partnership.

N EX—Executor. PTE—Prohibited Transaction Exemption.
A—Individual. F—Fiduciary. Pub. L—Public Law.
Acq.—A(?qulescence. FC—Foreign Country. REIT—Real Estate Investment Trust.
B—Individual. FICA—Federal Insurance Contributions Act. Rev. Proc—Revenue Procedure.
BE—Beneficiary. FISG—Foreign International Sales Company. Rev. Rul—Revenue Ruling
BK—Bank. FPH—Foreign Personal Holding Company. S—Subsidiary.

B.T.A—Board of Tax Appeals. | i '

o PP F.R—Federal Register. S.P.R—Statements of Procedural Rules.

C—Individual.

FUTA—Federal Unemployment Tax Act.
FX—Foreign Corporation.
G.C.M—Chief Counsel's Memorandum.

Stat—Statutes at Large.
T—Target Corporation.
T.C—Tax Court.

C.B—Cumulative Bulletin.
CFR—Code of Federal Regulations.

Cl—City. GE—Grantee. N
COOR—Cooperative. GP—General Partner. T.D—Treasury Decision.
Ct.D—Court Decision. GR—Grantor. TFE—Transferee.
Cy—County. IC—Insurance Company. TFR—Transferor.
D—Decedent. |.R.B—Internal Revenue Bulletin. T.I.LR—Technical Information Release.
DC—Dummy Corporation. LE—Lessee. TP—Taxpayer.

DE—Donee. LP—Limited Partner. TR—Trust.

Del. Order—Delegation Order. LR—Lessor. TT—Trustee.
DISG—Domestic International Sales Corporation. M—Minor. U.S.C—United States Code.
DR—Donor. Nonacg—Nonacquiescence. X—Corporation.

E—Estate. O—Organization. Y—Corporation.
EE—Employee. P—Parent Corporation. Z—Corporation.
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